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Treatment of No-par-value Stock 
IN NEW YORK, NEW JERSEY, AND MASSACHUSETTS 


By PERcIVAL F. BRUNDAGE 


The subject of no-par-value stock has been prominent in the 
minds of accountants, bankers and lawyers during the last few 
years. The question is becoming increasingly important as more 
and more corporations are adopting this form of capital issue. 
Of the common-stock issues advertised or referred to in advertise- 
ments in the four numbers of the Commercial and Financial 
Chronicle published during January, 1926, over 85 per cent. were 
without par value. These issues covered the field of industrial 
corporations and public utilities. 

The opinions of speakers and writers on this subject have 
differed widely. This difference is due partly to the fact that the 
statutory provisions of the different states authorizing the issue 
of no-par-value stock are so dissimilar. Any attempt to summa- 
rize them is difficult, and to draw conclusions that will apply 
equally to all the states is impossible. It seems, therefore, that 
something may be gained by restricting our attention for a short 
time to two or three of the states, and in this article the writer 
will attempt to summarize the statutory requirements of three 
eastern states, New York, New Jersey and Massachusetts. It 
may then be seen whether or not it is possible to formulate any 
definite rules of accounting procedure that will be applicable to 
no-par-value stock, at least under the laws of the states examined. 

For this purpose it is unnecessary to discuss the reasons leading 
up to the enactment of provisions legalizing the issue of no-par- 
value shares, other than the desire for greater flexibility in the 
corporate capital structure which would permit the issue of capital 
stock at market value without the restrictions of a par value 
and would remove the necessity for meaningless balancing of 
figures with intangible values. No one can deny that greater 
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COMPARISON OF STATE LAWS 
New YorK 


eee A corporation may issue its authorized 
shares without par value (a) for such con- 
sideration as may be prescribed in certificate 
of incorporation (b) in the absence of fraud 
for such consideration as may be fixed by 
board of directors, or vote of majority of 
stockholders, but no shares shall be issued 
except for money, labor done or property 


received. 
Stated value of shares ........ (See below) 
Stated amount of capital...... Certificate of incorporation must include 


one of the following statements: ‘‘The 
capital of the corporation shall be at least 
equal to the sum of the aggregate par value 
of all issued shares having par value”’ plus 
(A) “$....($1.00 or more) in respect to 
every issued share without par value”’, 
or (B) ‘the aggregate amount of considera- 
tion received by the corporation for the is- 
suance of shares without par value”; plus 
(in both cases) such amounts as from time 
to time, by resolution of the board of direc- 
tors, may be transferred thereto. 


Increase or reduction in number 
of shares and change from par 
value shares to no par value. .. Authorized in all three states upon proper 


Restrictions on reduction...... No corporation shall reduce capital or 
capital stock if effect of such reduction or 
distribution of assets pursuant thereto will 
be to reduce actual value of assets below 
total amount of debts and liabilities plus 
reduced amount of capital or capital stock. 

(See also under dividends) 


Purchase of treasury stock .... There is no statutory authority for the 
acquisition by a corporation of shares of its 
own stock, but it has been held that a 
corporation may acquire its own shares 
provided it acts in good faith and without 
prejudice to the rights of the creditors 
Sore Bank of Columbus v. Bruce, 17 N. Y. 


IPG Lb i vacaeeas cn it No stock corporation shall declare or pay 
any dividend which shall impair its capi- 
tal or capital stock, nor while its capital 
or auial stock is impaired, nor shall any 
corporation declare or pay any dividend 
or make any distribution of assets to any 
stockholder, whether upon a reduction of 
the number of its shares or of its capital or 
capital stock, unless the value of its assets 
remaining shall be at least equal to the 
aggregate amount of its debts and liabilities 
including capital or capital stock as the case 
may be. 
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ON NO-PAR-VALUE STOCK 
NEW JERSEY 

A corporation may issue its authorized 
shares without par value (a) for such con- 
sideration as may be prescribed in cer- 
tificate of incorporation (b) as may be 
fixed by board of directors if so pro- 
vided in certificate of incorporation or 
(c) by two-thirds vote of stockholders, 
but nothing but money shall be consid- 
ered as payment for shares except prop- 
erty, real and personal, and amounts 
actually paid for labor performed at a 
fair bona-fide valuation. 


No requirement 


No requirement 


MASSACHUSETTS 

A corporation may issue its au- 
thorized shares without par value 
for such cash, property, tangible or 
a services or expenses as 
may determined from time to 
time by the board of directors, sub- 
ject to the provisions of the agree- 
ment of association, articles of or- 
ganization or amendments thereof. 


No requirement 


No requirement 


action by stockholders and filing of amendment to certificate of incorporation. 


Certificate decreasing capital stock 
shall be published for three weeks suc- 
cessively, at least once in each week, in a 
newspaper published in the county in 
which the principal office of the corpora- 
tion is located. 

(See also under dividends) 


Decrease of capital stock may be ef- 
fected by retiring or reducing any class 
of the stock, or by the purchase 
at not above par of certain shares for re- 
tirement, or by retiring shares owned by 
the corporation. 

A company may purchase its own 
stock, and may even purchase on credit 
rg? v. United States Steel Corporation, 
63 N. J. Eq. 809). 


The directors of a corporation “shall 
not make dividends except from its sur- 
plus, or from the net profits arising from 
the business of such corporation”, nor 
divide, withdraw, or in any way pay to 
the stockholders any part of the capital 
— or reduce its capital stock except by 
aw. 
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No reduction of capital stock shall 
be lawful which renders corporation 
bankrupt or insolvent but all shares 
may be surrendered and reduced 
number of shares issued if assets 
are not reduced thereby without 
creating any liability of the stock- 
holders in case of subsequent 
bankruptcy of corporation. 


No statutory provisions, in ab- 
sence of which corporation which 
is solvent may purchase in good 
faith or hold or sell its own stock, 
and may receive it in pledge or in 
payment in the lawful exercise of its 
corporate powers (Tappen v. Boston 
oe of Commerce, 126 N. E. 


No dividend shall be declared 
when a corporation is or if it will 
thereby be rendered bankrupt or 
insolvent. 
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flexibility has been obtained; but other difficulties at least as great 
have resulted.* 

During the development of the corporate form of organization 
many years ago, with the granting of limited liability to stock- 
holders, the trust-fund doctrine arose as a protection for creditors. 
Although this doct=ine is now rejected by many legal authorities, f 
the ideas underlying it have been sustained by the courts, and 
have the sanction of sound economic principles. Whether the 
capital contributed by shareholders is actually deemed to be held 
in trust for creditors or not, before corporate credit can be estab- 
lished there must be some security, real or apparent, represented 
by such capital contributions. This, for the sake of simplicity, 
will be called “capital fund’’. 

With par-value stock it is comparatively easy to determine the 
amount of the capital fund. In most of the states par-value 
stock either can not legally be issued for less than its par value, 
or the stockholders are held to be liable (on part-paid stock) up 
to the par value of the shares held by them. No part of the 
amounts paid in as capital can be distributed as dividends to the 
stockholders; nor can the capital fund be reduced, except by the 
purchase of treasury stock, without taking proper legal steps which 
would act as advice to creditors of the contemplated reduction. 

In the case of no-par-value stock the amount of the capital 
fund is of no less importance than in the case of par-value stock, 
but its determination is more difficult, particularly under the 
present state laws. Let us, therefore, review (see pages 242 and 
243) the salient provisions of the statutes of the three states chosen 
for study with respect to no-par-value shares (summarized from 
Corporation Manual, 1925 edition). 

ORIGINAL IssuUE 

The requirements as to consideration for the issue of no-par- 
value shares of capital stock are the same as for par-value shares. 
The statutes of the three states differ in phraseology but not in 
substance. “lew Jersey is apparently the most rigid, and 
Massachusetts the most liberal. 

As to the amount of the consideration to be received there is 
a greater divergence. In New Jersey and Massachusetts there 
are at present no statutory requirements as to the unit value per 
share or the total value to be assigned to the no-par-value stock. 





one J. s Bonbright, ‘‘The Dangers of Shares without Par Value”, Columbia Law Review. 
ay, 4 
t Cook, Corporations, 8ti: edition, 1923. 
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Under the laws of New York state a corporation must either 
affix a stated value to each share ($1.00 or more), or set up as the 
capital value the aggregate amount of consideration received 
therefor (1923 laws). 

There is no requirement in any of the states that contem- 
poraneous issues must be for equal consideration per share. This 
affords great latitude to the directors of a corporation if, as is 
often the case, the certificate of incorporation or articles of 
organization give them the power to determine the amount of 
consideration for the issue of no-par-value shares. In the absence 
of fraud their decision is final and it is necessary for the account- 
ant, in verifying the original book figures, to go back only to the 
original papers and the board authorizations. 

A few of the troublesome points that sometimes arise with 
the original issue of no-par stock are as follows: 

1. Mixed issue of par-value and no-par-value shares for an 
aggregate consideration of cash, property and/or services. 

Par-value stock can not legally be issued in New York 
and Massachusetts for less than par, so the par-value stock 
is considered first and the capital value of the no-par stock 
is usually the excess of the consideration received over the 
amount of par-value stock issued. If there is no excess 
whatsoever, i. e. if one share of $100 par value and one 
share of no-par-value stock are sold together in blocks for 
$100 a block, the transaction would appear to be illegal in 
those states where par-value stock can not be issued at less 
than par, as either the par-value stock would be issued at a 
discount or the no-par stock would be issued for no considera- 
tion. This is sometimes covered by a previous transaction. 

The New Jersey statutes hold the stockholders liable to 
creditors up to the full par value of their share holdings so 
that the allocation as between par-value shares and no-par- 
value shares should be the same as in New York and 
Massachusetts. 

If a value is assigned to each share of no-par stock or to 
the total no-par stock (in New Jersey or Massachusetts) less 
than the excess of the consideration received over the amount 
of par-value stock, the difference may be carried to a reserve 
or capital surplus. Although this is apparently legal, it is 
doubtful whether it is in accordance with the best accounting 
practice, and it will be considered more fully hereafter. 
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2. Issue of several classes of no-par-value stock for an aggre- 
gate consideration of cash, property and/or services. 

The separation should be indicated in the articles of 
organization or should be covered by a vote of the stock- 
holders or board of directors. If one or more of the classes 
of no-par stock have preferences as to assets in case of 
liquidation or definite redemption values greater than the 
issue price, the further question arises as to whether the 
amounts of such preferences or redemption values should 
be reflected in the books and published accounts. This 
would not appear to be necessary for a going concern, al- 
though an opposite opinion is held by F. H. Hurdman in his 
article which appeared in THE JOURNAL OF ACCOUNTANCY, 
January, 1925. The questions of preferences and redemp- 
tion values are only of contingent interest to an operating 
company. In the case of par-value stock it has never been 
considered necessary to take up these values in the books 
when differing from the par value except in case of imme- 
diate importance, such as after a vote calling for redemption 
of the stock in question. The points are certainly of interest 
to stockholders but they can be covered adequately ir. journal 
comments and balance-sheet notes. 

3. Issue of no-par-value stock for intangible values. 

One of the principal reasons for the creation of no-par 
stock has been the elimination of fictitious intangible values 
recorded in the books and approved by the directors in the 
case of par-value stock in order that the amount of the assets 
might be made to equal the amount of the liabilities and 
capital stock. It is, therefore, to be desired that the initial 
intangible values be sound and conservative. The trend of 
public opinion seems to be in this direction, and it is becom- 
ing more and more common to eliminate intangible values 
altogether or to carry them at a nominal value only. 

4. Creation of initial reserve for dividends or capital surplus. 

In dealing with this question it is necessary to consider the 
common-law rule and the statutory provisions of the states 
with respect to the payment of dividends. 

The common-law rule is to the effect that dividends can 
be paid only out of profits, but the courts in several of the 
states have held that dividends can be paid as long as the 
capital is not impaired. A New York decision (Equitable, etc. 
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Society v. Union Pacific Railroad, 212 N. Y. 360, 1914) 
approved the payment of a dividend out of premium sur- 
plus. A similar decision is recorded in Massachusetts 
(Smith v. Cotting, 120 N. E. 177 Mass., 1918).* 

Under the present New York statutes it would appear 
that if a fixed value per share is assigned to no-par stock under 
option (A) there is no legal obstacle to setting aside at once 
the balance of the consideration received as a reserve for 
dividends or as capital surplus, or to the subsequent payment 
of dividends therefrom so long as the assets exceed the lia- 
bilities plus the stated capital. 

It might also be argued that the rights of creditors are not 
infringed, as they are advised of the amount of capital set 
aside for their protection. 

Under the Massachusetts law likewise there would appear 
to be no legal obstacle in the way of providing a reserve or 
capital surplus available for dividends over and above the 
established capital value per share or in toto. 

The New Jersey statutes, however, provide that dividends 
shall not be declared except from “surplus, or from the net 
profits arising from the business. . . .””. The word “surplus” 
is vague, and it is not clear that the courts would uphold the 
payment of dividends out of an initial reserve for dividends or 
capital surplus. 

From a sound accounting standpoint it is difficult to see 
the justification of the initial reserve for dividends except 
in extraordinary circumstances. Whether or not so 
stated dividends paid therefrom are in effect payments out 
of initial capital—a return to stockholders of a portion of the 
capital originally contributed when the no-par-value stock was 
issued—without the justification of a distribution from capital 
which may exist in the case of a mine or other wasting asset. 

Where the question arises, however, in the case of a 
consolidation of two or more corporations, one or both of 
which have accumulated a substantial earned surplus, there 
would appear to be no sound objection, if the law offers 
none, to the withholding from the capital fund of the new 

* There is a eanteeey decision under the California statutes, Merchants’, etc. Co. v. Youts, 
178 Pac. 540 (Cal 18). 

+t This was not thes case prior to the 1923 amendment of the New York stock corporation law 
which previously forbade the payment of dividends except from “the surplus profits arising 
from the business." The penalty ya £2 to payments other than from surplus profits 
(penal law sec. 664) was not removed (C ickersham, ‘The Progress of the Law on No 
Par Value Stock," Harvard Law Review, 4 A... 1924) 
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corporation of a reasonable amount as a reserve for divi- 
dends or contingencies. To the new corporate entity, it 
is true, the amount of the total assets acquired over and 
above the amount of the liabilities assumed would constitute 
the theoretical capital fund, and in the case of the issue of 
par-value stock therefore would necessarily establish the 
amount of the capital fund. The justification for a different 
segregation would be the continuing of business operations 
and the equities of the situation. If, as said before, the 
predecessor companies had accumulated substantial earned 
surpluses, and if by the consolidation the capital fund of the 
new corporation is increased over and above the amounts 
of the combined capital funds of the predecessor companies, 
no injustice is done to either creditors or stockholders. 
In such circumstances the directors would be exercising 
only reasonable business foresight in establishing a contin- 
gency reserve as provision against a possible business de- 
pression and a consequent impairment of the capital fund. 
Furthermore, there are several other ways by which the 
same result could be obtained, such as by the intervention 
of a holding company or the original issue of par-value shares. 

In cases where the capital fund is separated, however, it 
is important that the separation be clearly indicated in the 
organization papers or that definite action be taken in this 
regard by the board of directors and stockholders before the 
accountant can lend his sanction thereto. 

An initial capital surplus does not appear to the writer 
to be logical in a balance-sheet in which the capital-stock 
issues are of no par value. With par-value stock this is the 
only way to show a paid-in surplus. But one of the ad- 
vantages of no-par stock is that it does not have a par-value 
label to disguise the fact that a stock certificate represents 
a share of ownership in a business. The simplest method 
of statement in the opening balance-sheet is, therefore, to be 
desired, i. e., to give under the heading of capital stock as 
nearly as possible its value at the date of the inception of 
the company. This is modified to the extent that surplus 
reserves have been provided. 

Furthermore, it seems important to separate the earned 
surplus of a corporation whether the capital stock has a 
par value or not. If, therefore, there is a capital surplus 
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in addition to earned surplus and surplus reserves, the 
stockholders’ equity is not simply stated in the balance- 
sheet. The capital-stock account, it would seem, should 
represent the original capital contributions by the share- 
holders or, if issued upon the acquisition of a going concern, 
the excess of the assets over the liabilities and reserves, plus 
such amounts as are subsequently transferred to capital 
account out of accumulated profits as representing amounts 
permanently invested in the business. 

It is recognized that this is not a generally accepted rule and 
that it is not required by the statutes of the states examined. 
Indeed statements frequently appear with no-par-value 
stock and an initial capital surplus. Taking one example, 
that of the recent issue of preferred and common stocks of 
no par value by Dodge Brothers, Inc., the balance-sheet of 
that company “giving effect to the acquisition of assets 
and proposed issue of securities”’ contains the following: 


Capital stock and surplus: 
Preference stock, no par value, 
$7.00 per annum cumulative: 


Issued 850,000 shares............. $850,000. 00 
Common stock, class A—no par value: 
Issued 1,500,000 shares.............. 150,000.00 


Additional 1,035,000 shares author- 
ized for conversion of 6% sinking 
fund gold debentures. 
Common stock, class B—no par value: 
Issued 500,000 shares............... 50,000. 00 
CoG GI, n:is nite 650-9 4409 60 pene 4,608,681. 78 


The preference stock is shown at a value of one dollar 
a share, the common stocks at ten cents a share and there is a 
capital surplus of over four million dollars. The assets as 
shown in the same balance-sheet include fixed property at 
appraised values and goodwill at the nominal value of 
one dollar. There are also reserves for contingencies of 
$4,575,796.35. The statement is much the same as would 
appear if the preferred and common stocks had a par value 
of one dollar and ten cents respectively. 

The company in question is not incorporated under the 
laws of any of the states now under consideration but it 
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provides an illustration of the difference of opinion that exists 
on the subject, and of the fact that no definite and inflexible 
rule can be laid down, at least in the present stage of develop- 
ment of accounting procedure with respect to no-par-value 
stock. 


INCREASE OR REDUCTION IN No-PAR STOCK 


An increase or reduction in the number of shares of no-par stock 
and a change from par-value to no-par-value shares are authorized 
by the statutes of the three states under consideration if proper 
action is taken by the stockholders and due notice is filed with the 
state authorities. 

The conditions with respect to the issue of additional shares 
of no-par stock are the same as for the original issue. The value 
to be assigned to the new stock is established by the amount of 
cash and other consideration received (unless otherwise deter- 
mined by the directors) regardless of the value at which the origi- 
nal stock was issued. In the case of the acquisition by a going 
concern of the capital stock or assets of another corporation, or 
other corporations, the net value of the property acquired would 
fix the value of the no-par stock issued therefor. 

If a reduction is made in the number of shares of no-par capital 
stock outstanding, as for example, by surrender without redemp- 
tion, there is no essential change in the capital structure; but if a 
reduction is made in the capital value, the rights of creditors are 
affected. It is, therefore, most important that proper action be 
taken in advance by stockholders and notice be given to all inter- 
ested parties. 

There is also a restriction in the statutes of each of the three 
states that no distribution of assets shall be made if by such dis- 
tribution the amount of the assets is reduced below the total 
amount of the liabilities and the reduced amount of capital stock. 

If a corporation has suffered losses, and a deficit appears upon 
the books, the deficit can be eliminated only by proper legal action 
definitely reducing the capital value of the no-par stock. It is 
improper, therefore, to deduct the deficit from the capital value 
in the published statements unless the facts are clearly presented 
therein. 

It is also a generally recognized rule in this country (although 
contrary to the precedents established by decisions in the British 
courts) that a deficit, whether resulting from operations or capital 
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losses, must be made good before dividends can be paid unless 
the capital has been previously reduced by proper legal steps.* 


TREASURY STOCK 


The purchase of treasury stock by a corporation is only another 
form of a reduction of capital even if it be acquired only as a tem- 
porary investment. There is no statutory authority for the 
acquisition of treasury stock in the states under consideration, 
but, in the absence of restrictions in the charter, the purchase of 
treasury stock has been approved by many court decisions as 
long as the creditors do not suffer. It also appears to be unneces- 
sary to comply with the legal formalities required for a formal 
reduction in the capital stock. 

In England a long line of decisions has established the rule 
that, at common law, a corporation can not purchase shares of 
its own capital stock (Trevor v. Whitworth, L. R. 12 App. Cas. 
409, H. L. 1887). 

The object of the rule is to preserve the rights of the corporate 
creditors, and also to confine the corporation within the express 
powers given it, and the implied powers necessary to its transac- 
tion of business.t 

“In the United States the courts of some of the states have 
followed the English rule, but the clear weight of authority up- 
holds the right of a corporation to buy its own stock if the pur- 
chase is made in good faith and does not prejudice the rights of 
creditors.” (Re Rechheimer-Fishel Co., 212 Fed. 357, 1914.)f 

When treasury stock is purchased for immediate resale, as, 
for example, to employees, it may perhaps be carried temporarily 
as an asset and valued at the cost of purchase. Otherwise, it 
should be deducted from the liability side of the balance-sheet. 

A considerable difference of opinion exists as to the proper 
method of recording the purchase and resale of no-par treasury 
stock. The point seems of sufficient importance to warrant a 
careful study. In reaching a decision it is helpful to consider the 
different methods of treatment that might be adopted. 





*C. F. Schlatter, Payment of Dividends Before Restoring Impaired Capital, Tuk JouRNAL OF 
ACCOUNTANCY, March, 1923. 
t Cook, Corporations, volume 2, paragraph 309. 
Cook, Corporations, volume 2, paragraph 311. 
far as dissenting minority stockholders are concerned “‘ tion, in the absence of 
constitutional or statutory provision has in nek an Caan t, for a bona-fide purpose, 
to retire by purchase its capital stock,” and may issue its mo: mortgage bonds in n exchange for its 
own capital stock so purchased (Allen v. Francisco, etc. Co., 193 Fed. 825, 831, 1912). 
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1. The whole cost of the purchase might be charged to 
surplus in order to keep the capital fund intact, until 
official permission is received from the state to reduce it. 

2. The original capital amount contributed on the shares 
in question might be charged to capital account and 
the difference charged or credited to surplus as the 
case may be. 

3. In the case of the issue of a number of blocks of stock at 
different prices, the average issue price might be 
charged to capital account and the difference absorbed 
in surplus. 


Although the second and third alternatives have had their 
proponents, * the first method appears to the writer to be correct 
for the reason that the purchase of treasury stock is a reduction 
of the outstanding capital stock without the official sanction of 
the state or the approval of the creditors. There have been a 
number of court decisions to the effect that the purchase of 
treasury stock by a corporation is invalid and will be set aside 
if the corporation is insolvent or if the creditors are injured 
thereby. 

“A corporation having no surplus profits can not purchase 
shares of its own stock,”’ was stated as a principle in Hale v. 
Henderson (126 Ala. 449, 1900). In Fraser v. Ritchie (18 IIl. 
App. 554, 1881) it was held that the right of the corporation to 
purchase its own stock is subject to certain restrictions, one of 
which is that it shall not be done at such time and in such manner 
as to take away the security upon which the creditors of the 
corporation have the right to rely for the payment of their claims, 
or, in other words, so as not to diminish the fund created for their 
benefit. 

It is quite evident from these rulings that the purchase of 
treasury stock is recognized to be a return of capital to the stock- 
holders surrendering their shares and that the rights of creditors 
must be protected. It follows that the capital or trust fund 
should not be reduced and that the purchase should not be made 
unless the surplus is sufficient to absorb the whole cost thereof. 





*C. B. Couchman, Principles Governing the Amounts Available for Distribution of Dividends, 
THE JOURNAL OF ACCOUNTANCY, August, 1924. 

t Cook, Corporations, volume 2, ye = 311. 

Other quotations are as follows: * urchase by a corporation of its own stock is not good as 
mY existing corporation creditors * Gt Hall & Farley v. Alabama, etc. Co. 173 Ala. 398, 1911). 

a corporation, by a purchase of shares of its own capital stock, thereby reduces its actual 

assets below its capital stock and debts, or if the actual assets at that time are less than the 
capital stock and debts, such purchase may be set aside (Buck v. Ross, 68 Conn. 29, 1896). 
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If it be granted that the first of the suggested methods of 
treatment is correct, the question may arise as to why it has not 
been followed in the case of par-value stock. This may be due 
partly to the difficulty of correctly stating the capital account if 
the cost of par-value stock is charged to surplus and partly, 
perhaps, to a failure to appreciate the actual effect of the transac- 
tion. The desire to reverse the original entry has also been im- 
portant. When the stock is first issued, cash is charged and 
capital stock credited. When the stock is re-acquired, the 
obvious entry is to credit cash and charge capital stock. It has 
been overlooked that this does not necessarily follow until the 
retirement of the stock. 

In the case of no-par-value stock the difficulty of clearly stating 
the capital account is removed. The capital account is estab- 
lished by the amount of the original contributions and will remain 
unchanged by the purchase of treasury stock until a formal re- 
duction is approved by the state authorities. The amount of 
the treasury stock should, of course, be kept in a separate ledger 
account, but the total ledger balance should be deducted from 
surplus for statement purposes, until the resale of the stock or its 
formal cancellation. The reduced number of shares outstanding 
should also be indicated. 

If the treasury stock is resold, the amount received will be 
credited to the ledger account for the treasury stock, and the 
balance will be transferred to surplus on the statement. The capi- 
tal account will remain the same and the net result will be a charge 
or credit to surplus by the amount that the assets of the company 
have been reduced or increased by the two transactions. If the 
treasury stock is distributed as additional compensation to officers 
or employees, the ledger account will be credited and surplus 
charged, but the surplus on the company’s statement will not be 
affected. 

If the treasury stock is formally retired and cancelled, a reduc- 
tion of the capital-stock account is, of course, entirely proper. 
The amount of the reduction will depend upon the vote of the 
directors or stockholders and statements filed with the state 
authorities, but it normally would be based either on the original 
issue price or average issue price of capital stock of the same 
class as that retired. 

When no-par stock is donated to a corporation, no entry would 
appear to be necessary other than a reduction in the number of 
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shares outstanding. As such stock is resold the total proceeds 
of the sale can be credited tosurplus. The question as to whether 
or not such surplus and surplus arising from the purchase and 
sale of the company’s own shares is available for dividends is an- 
other matter. Under the present laws of New York and Massa- 
chusetts they would seem to be so available, but the wiser course 
would be to segregate such items and to refer the question to a 
competent lawyer. 

The treasury department in its regulations promulgated under 
the revenue acts of 1918, 1921 and 1924, has taken the position 
that “‘a corporation realizes no gain or loss from the purchase of 
its own stock”. (Art. 542. Reg. 45). This rule is laid down, 
however, for the purpose of the determination of taxable income 
and it does not follow that the same applies in ordinary accounting. 

Where a corporation with par-value capital stock changes its 
stock to no-par-value shares, the amount of the capital account 
would ordinarily remain unchanged. 


Stock DIVIDENDS 


Stock dividends paid in no-par-value shares merely increase the 
total number of shares outstanding without necessarily increasing 
the amount of the capital fund. An amount may or may not be 
transferred from surplus to capital account as determined by the 
board of directors. 

If no amount is transferred to capital account, the question 
might be raised as to what is the consideration for the issue of the 
additional shares. The consideration for the issue of the original 
shares would appear to be the consideration for the issue of the 
dividend shares. The increase in the number of shares results 
merely in a dilution of the value per share. It is quite similar to a 
reduction of par value in the case of par-value shares as, for 
example, a reductien from $100 to $50 per share, and an exchange 
of two shares for one. 

If any other theory should be adopted, we are met by the prob- 
lem of determining the capital value of the new shares. Take 
for example, a company with a capital stock of $550,000 made up 
of 30,000 shares of no par value issued in blocks of 10,000 shares 
each at $10.00, $20.00, and $25.00 a share, respectively. 
Assume that there is an earned surplus of $170,000, making the 
book value of the outstanding stock $24.00 a share. Assume 
further that, owing to the demonstrated earning power of the 
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business, the market value is $30.00 a share. Additional 
10,000 shares are authorized by the stockholders and a stock 
dividend of that number of shares is declared. The directors 
vote to transfer an amount of $100,000 from surplus to 
capital-stock account. Proper authorization for the stock divi- 
dend has been obtained and the necessary papers have been filed 
with the state authorities. 

It is quite evident that the surplus in this case is inadequate 
to permit the transfer to capital account of an amount equal 
to the average consideration received for the 30,000 shares 
outstanding, the average book value of the shares, the considera- 
tion received for the last block of shares issued, or the market 
value per share. Yet the writer believes that the action of the 
directors is both legal and proper and that if it had been voted to 
transfer from surplus to capital account an amount of only 
$50,000, or no amount whatever, the procedure would have been 
equally correct. 

In cases where a stated value has been assigned to each no-par 
share a modification of the above rule is required. The stated 
value is a label that closely resembles a par value, and the amount 
of the capital account after the stock dividend must at least equal 
the aggregate stated values of all the then outstanding shares. 


CONCLUSION 


From this discussion of these questions certain conclusions 
may be reached: First, the statutes of the three states examined 
do not afford adequate protection to creditors of corporations 
with capital stock of no-par-value shares. Under the present 
laws of New York and Massachusetts, the greater part of the 
capital contributions by share-holders in all probability may be 
set aside as reserves or surplus and subsequently distributed as 
dividends. Indeed the writer has been informed by good au- 
thority that under the Massachusetts law it is possible that 
even the original amount set up as the capital value of the no-par 
shares may be subsequently transferred to surplus and distributed 
in full as dividends. It is also possible that dividends on both 
no-par and par-value shares may legally be declared in some 
states out of surplus created by unrealized appreciation of 
physical properties. The dangers of this situation are very real. 

Second, the statutes of the different states differ widely in their 
provisions with respect to no-par-value shares, which makes it 
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difficult, if not impossible, to approach the subject from a common 
angle. 

Third, the opinions of individual accountants, lawyers and 
bankers are far apart on the subject. The actual treatment 
adopted in many cases is largely influenced by the technicalities 
of the law and the results desired. 

The remedy for this situation would seem to be, first, to obtain 
more definiteness in the statutes, particularly as to safeguards 
for the creditors of a corporation. This, it seems to the writer, 
should include the enactment of a provision that the capital 
value of no-par shares issued for property should be the fair 
value of that property; and if issued for a mixed aggregate of 
different kinds of property, the value of the assets in excess of the 
liabilities, if any, and such reserves as are set aside by vote of the 
incorporators, stockholders or directors. There should also be 
a provision that no dividends can be paid out of the capital fund 
thus determined or out of any profits or surplus not actually 
realized. Second, we should work for more uniformity between 
the laws of the different states so that the enactment of restrictive 
provisions in one state will not result in the flight of its corpora- 
tions to other states. Uniformity between the essential pro- 
visions of the different state laws is also necessary before 
agreement upon any uniform accounting procedure. Third, we 
should discuss the problems involved more frequently with other 
accountants and with lawyers and bankers in order that divergent 
opinion may be reconciled, and that public opinion may be 
educated on this subject. This is the first step to be taken. 
Improvement in the statutes will follow in time. Our legislators 
have a wholesome respect for public opinion—once it is aroused. 

For the education of the public on this subject the accountant 
is particularly well fitted, and he should feel a very real and 
personal responsibility. Our professional societies are already 
working on the problem, and it is probably through their com- 
mittees, and by their influence, that the most effective work can 
be done. The prize competition for the submission of essays on 
the subject of no-par-value stock and the general principles 
governing the determination of capital and amounts available 
for distribution of dividends has been helpful. But much re- 
mains to be done towards reaching an agreement on what is the 
best and soundest accounting procedure, and to obtain for that 
procedure public recognition. 
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Auditing in Educational Institutions* 
By Horace S. Forp 


The subject of auditing does not appear to have been touched 
upon at any of our previous meetings—at least a review of the 
reports of the sessions since 1921 fails to disclose anything of this 
kind. For this reason, one may presume to approach the subject 
from any angle he chooses. The approach, as far as this paper 
is concerned, is from the viewpoint of the business administrator 
and based upon our experience at the Massachusetts Institute of 
Technology. 

Up to about twenty years ago, the accounts of educational 
institutions were set up in whatever manner appeared best to 
those in charge of them. In our case, they “just grew,” like 
Topsy. And when they began to grow fast, and the accounting 
traffic began to thicken, the old ledgers then in use formed some 
of the best cross-word puzzles of the time. At least, that is the 
way they appear to us now, whenever we have occasion to dig into 
them. 

Our first auditing committee was appointed in 1883. We began 
to print the annual report of our treasurer in 1884. And in 1885 
appears the first certificate of an auditing committee—consisting 
of three members of our corporation. Evidently, the audit of 
the treasurer’s account was not a difficult job in those days, as 
the auditing committee men themselves performed the task for 
that year and for the two succeeding years. 

Then, apparently, the work became more irksome, and the 
accounting part of it was delegated to some one, because the ‘‘ We 
have examined”’ of these earlier certificates became “‘ An examina- 
tion has been made.” 

It was not until 1897 that the statement indicates the actual 
employment of an accountant to examine the books, although the 
committee itself continued for some years “‘to verify the evidences 
of personal property held by the Institute.” 

After another seven years, the committee limited its own work 
to verifying a single item, namely, the securities that were held by 
the treasurer. 


* An address delivered at a meeting of the Eastern Association of Educational Business Officers, 
Pinehurst, December, 1925. 
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In 1897, the first certificate of an accountant employed by the 
committee appeared. It was not quite as specific as some of our 
present-day reports. 

‘Gentlemen: | have completed the examination of the treasurer’s ac- 
counts for the year ending September 30th, and find them to be correct. 
I also verified the bank balances. The trial balance corresponds with 


the ledger balances and the same agree with the treasurer’s report as 


printed. 
“Yours truly, 
“‘Joun Dog, Accountant.” 


I like that casual reference to ‘‘verifying the bank balances,” 
inserted timidly, as if desirous of not hurting the feelings of the 
treasurer because of having gone around and asked the banks 
whether their balances agreed with his records or not. And, also, 
one would infer that it was probably a pleasant sort of a task— 
that of auditing those accounts on a few Indian-summer after- 
noons (our fiscal year ended September 30th) with no analyses, 
nor unit costs nor educational costs hovering in the background. 
An account was an account in those days, and when an item went 
into it, it usually stayed ‘‘put.”’ 

We have changed all that now and know that if we have a 
$4.00 charge for postage stamps set up against general office 
expense we shall later be obliged to pick out that item and resolve 
it into cost per kilowatt hour or per candlefoot hour, or per student 
hour or per some unit basis that would make the old time ac- 
countant wish he had been brought up in the laundry business. 

Nor was anybody bothered by such a thing as a budget at that 
time. The treasurer watched his cash carefully and when it got 
low, he simply stopped paying some of the bills, or went down- 
town and borrowed some money, or, in some cases, actually 
advanced money from his own pocket. 

But with all this lack of accounting control (that word ‘‘con- 
trol’”” wasn’t invented then) and the corresponding perfunctory 
auditing, we, like other institutions, managed to blunder through 
until about 1907 or 1908 when educational institutions through- 
out the country became aware of the efforts that the Carnegie 
foundation was making to standardize forms for making uniform, 
as far as practicable, the annual financial reports of colleges and 
universities throughout the country. Particularly those insti- 
tutions which wished to become affiliated with the foundation 
and to have their staffs benefit from the proposed pension plans 
began to sit up and take notice. They began to realize the need 
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and advantages of more thorough accounting and auditing 
methods than those hitherto followed and also began to get in- 
terested in the methods followed by other institutions. 

It was undoubtedly at this time that the first few budding 
things known as questionnaires began to lift their heads above 
the ground. The inventor of this particular form of irritation 
probably did not realize that this evil would become so far-flung 
that today business officers need a McCormick reaper to harvest 
the annual crop. But, with the growth and development of the 
institutions and, correspondingly, their accounting systems, the 
auditing methods had to change also. One man’s time and a 
few quiet afternoons in the fall were not sufficient for certifying 
to the auditing committees ‘‘that the accounts have been veri- 
fied,” much less ‘‘that the books have been examined.” 

At that time, we were fortunate in having already employed 
for our annual audit the firm of certified public accountants which 
was then engaged in the task of laying out the schedule for the 
Carnegie foundation. This, by the way, is the first appearance of 
the designation ‘‘certified public accountant” in our reports. 
In 1908, this firm, at the request of our treasurer, made a study 
of our books and accounts and recommended a form of annual 
report, which comprised the following schedules :— 

First, a summary of cash receipts, payments and balances of the 

fiscal year; 

Second, a summary of income and expenses for the year ac- 

companied by such supporting schedules as seem necessary; 

Third, a balance-sheet exhibiting the assets and liabilities, di- 

vided into three parts—current, investment and plant, 
together with supporting schedules, as necessary. 

Their recommendations were adopted and put into effect the 
next year, and the schedules in our report for 1910 were as far 
as we know the first in the country to be published on the standard 
forms adopted by the Carnegie foundation. 

And it is interesting to note here that, except in minor details, 
the structure of our annual report today, although it has grown 
from six to sixty pages, is exactly the same as it was in 1909. We 
believe that the arrangement of the schedules outlined in those 
recommendations is still good. 

The following year, at the suggestion of our auditors, the closing 
date of our fiscal year was changed from September 30th to 
June 30th—making one report a nine months’ schedule—but 
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thereby helping to establish a uniform closing date for educational 
institutions and making available the relatively quiet time during 
the summer months for closing the books and preparing the 
annual reports. 

It will be noted that during this period—at least in our case— 
the auditing committee has been gradually fading out of the 
picture, as far as actual contact with or participation in the work 
is concerned and per contra, the certified public accountant has 
been stepping down-stage into the limelight and making some 
definite and useful contributions. 

It should be further noted that these recommendations were 
made, not at the behest of the auditing committee, but because 
we had a new treasurer, a banker and experienced business 
man, who read aright the trend of the times and realized that the 
time had come when the accounting and financial operations of 
an educational institution should be so conducted and its reports 
so presented as to picture adequately, not only to the trustees, 
but to the alumni and friends of the institution and to the 
general public, the sources of its income, the costs of its operation, 
and the maintenance of its endowments and its plant. 

This was the time when banks were rapidly establishing credit 
departments, when bankers were beginning to insist upon certified 
statements of condition and details of operations of firms desiring 
to borrow money, when organizations in the same lines of business 
began to swap information and coéperate for mutual advantage, 
when facts were coming to be regarded as more significant than 
guesswork. 

It was particularly important in our own case to take this step, 
because our plant shoe was beginning to pinch, holes were appear- 
ing at the toes, the soles needed repairing, and it was apparent 
that, growing as we were, and bound tightly in a very limited 
space in the heart of a city, the time was coming rapidly when we 
must move ourselves, lock, stock and barrel, to some more spa- 
cious site if we were to meet the demands made upon us. 

Also, in common with other privately endowed institutions, we 
were about to embark on the business of seeking ‘‘an angel” or 
angels—financial aid far in excess of anything that had come 
before—and while angels are supposed to exist in the air, they may 
be assumed to have both feet on the ground when they consider 
turning over large sums of money as gifts to be applied to the 
cause of education or any other beneficent projects, however 
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worthy. We felt it advisable to set our financial affairs in such 
order that persons interested would be satisfied that their be- 
quests would be handled wisely and the funds provided admin- 
istered in as business-like a manner as possible. 

We feel that we are considerably indebted to this firm of 
auditors for stepping into our rather chaotic scheme of things at 
that time and laying out for us a structure for our financial re- 
ports that we have considered good enough to stick to right up 
to the present. 

Their certificate of 1909 is quite different from the quiet state- 
ments of the accountant of a decade before. I quote from it to 
show to what extent they had laid their hands on our business 
administration, and the entirely different conception of their 
duties may be inferred from the following: 


‘“We have established”’ (not verified) ‘‘the assets and liabilities as set 
forth on the balance-sheet included in our report to the treasurer and have 
brought the ledger accounts into agreement therewith.” (The certificate 
does not indicate whether willingly or unwillingly.) ‘‘We have verified 
the vouchers for disbursement, have satisfied ourselves that all receipts 
of money have been acknowledged on the books and deposited in the 
banks, that the cash balances of September 30, 1909, were actually avail- 
able and that these balances were correct.’’ (There is nothing indefinite 
about that!) ‘‘ We have verified the details of bookkeeping during the year, 
have re-arranged the methods of accounting in various respects and have 
prepared the report of the treasurer upon schedules submitted herewith.” 

I think you will admit that there is a get-up-and-go spirit about 
this certificate and a finality to it that indicates that things were 
really being looked into, that a reconstruction of accounting 
methods was in progress, that the whole accounting concept both 
from the auditors’ point of view and from the institution’s was 
changing rapidly. Our auditing committee evidently got a favor- 
able reaction from it, because they continued to employ this firm 
over a period of years and only recently changed, as will be ex- 
plained shortly. And you will note that the auditors actually pre- 
pared the treasurer’s report—every last figure of it—in addition to 
verifying all the details of bookkeeping during the year. This 
took a lot of time and of course the whole job cost quite a bit of | 
money, but the results justified the expense. 

There was, however, no budget on the scene as yet, and the 
treasurer still held the key to and was personally responsible for 
the contents of the strong box at the bank wherein were deposited 
the stocks and bonds that were listed in the investment assets. 
The actual operating methods were little changed from those of a 
decade before. 
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For the next two years, the auditors performed their duties in 
exactly the same manner and then in 1911, new conditions and 
new prospects forced the first of what might be termed present- 
day methods of auditing. 

Our endowment funds had been increasing rapidly and one of 
the tasks that the treasurer found it necessary to perform per- 
sonally was to clip the coupons from about $2,000,000 of bonds in 
which these funds were invested. There were few stock certifi- 
cates in our list at that time. This business of clipping coupons 
is great sport if they happen to be your own (that is, I imagine it 
might be) but the meanest job there is if pursued regularly for 
others, even in the service of as worthya cause as higher education. 

Our treasurer of that day evidently felt that way about it. 
He also appreciated the services that a well organized trust de- 
partment of a banking institution can render in excess of being 
a mere custodian of securities, and at an expense that is, even 
today, a modest one. 

At any rate, the executive committee saw his point and duly 
authorized him to appoint one of our large banks as his fiscal 
agent, as far as our securities and other valuable records were 
concerned. 

This was the first cut into the details that the auditors were 
“‘verifying’’ each year, for after a check-up of these securities at 
the end of the first year of this arrangement, they were thereafter 
relieved of this duty, accepting in lieu thereof the bank’s certifi- 
cate and checking this to the treasurer’s books. 

Our practice now is to have these securities actually viewed 
and checked about every three years, although from some 
familiarity with the systems of internal checks in the handling 
of securities that have been established by up-to-date banking 
institutions, it is questionable whether even this precaution 
offers any further safeguard. We regard the certificate of the 
bank covering the securities held as sufficient and as satisfying 
as its certificate of credit balance. 

The next cut in the auditors’ work came shortly after, when 
the actual making up of the schedules of the treasurer’s reports 
went back to the office staff. This, by the way, is exactly as 
it should be—the treasurer setting up his own report and the 
auditor verifying the details and, of course, offering any criti- 
cisms or suggestions that may occur to him. It is up to the 
treasurer to adopt or reject any of these suggestions but we 
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have always encouraged and welcomed constructive criticism 
and shall, I trust, continue to do so. 

Now we reach 1915 and along comes our friend, the budget 
system. Ours was a limited budget at first, and covered only 
the academic department appropriations and the teachers’ 
salaries. It still left much to be desired. It was one of the 
‘“‘watch and pray” sort of budgets. One watched his income 
and expenses as closely as he could, and prayed that when 
the final whistle blew at the end of the year he would find a 
smaller deficit than he expected. We still continue to watch 
those items as closely today, but thanks to the accounting 
controls which the operation under a complete budget system not 
only encourages but absolutely insists upon, we are able to direct 
some of our prayers to less melancholy and more worthy purposes. 

A year later we picked up our goods and chattels and lit- 
erally trekked from Boston to Cambridge—2000 truck loads of 
educational lares and penates, to be assimilated with as much 
more that was new. And our accounting system had practi- 
cally to be reconstructed to fit the new facilities and conditions 
into which we stepped. Dormitories and dining service, the 
operation of a student union, a centralized stock room and 
service bureaus, a central power system and organized labora- 
tory services all came into the accounting picture with a rush. 

Before we had time to acclimate ourselves, financially or 
otherwise; before we had time even to break in additional mem- 
bers of the business office staff the war swept all routine matters 
into the waste basket. 

For the purposes of this paper, it is only necessary to recall 
the maze of paper work with which the war schools, the stu- 
dents’ army training corps and other activities flooded our 
offices. We went through the usual motions, budget and all. 
But the budget soon went into the river along with most of the 
other well laid plans. My personal recollection of that period 
is a never-ending stack of public voucher forms in quintuplicate 
with first, second and third endorsements—in for signature, 
out for payment, back for correction, returned for payment, 
back for something else—however, enough of that! I could 
sum it all up in one word, but Sherman said it first. 

Beginning with 1919, we again took up the disorganized 
threads of our accounting system with the idea of proceeding 
from where we left off, only to find that almost twice as many 
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students had descended upon us. Any business that doubles 
itself almost overnight will find some strain on its accounting 
methods, and we proved no exception to this rule. Particu- 
larly our methods of registration and student payments showed 
the need of revision, and that rapidly. But we had learned 
something by the inevitable speeding up incidental to the rush 
of the war days and in this case we effected a complete change 
in our system of registration, payments and student accounts, 
without calling in any outside accountants. It is pleasing to 
record that the whole plan was based substantially on the sug- 
gestions offered and criticisms made by the members of the 
office staff—the people who actually operate the scheme. I 
wish to record here that we now practically never make a change 
in our accounting practice and methods without first getting 
the opinions and suggestions of those of the staff who are to 
operate under such a change. Every member of the staff is 
encouraged to offer suggestions for more effective operation of 
the office work at any time. it not only creates a better feel- 
ing among the employees but also serves to gratify that desire 
that everyone has, no matter how humbly employed, of originat- 
ing something and seeing it work. 

And now the date is 1921 and we have a new auditing com- 
mittee with a chairman who has no intention of accepting a 
rubber-stamp job. The first thing the committee did was to 
buy a new broom and the dust began to fly right away. The 
auditing committee had been in the background for some years. 
It now decided that the time had come when the committee 
should contribute something to our financial scheme of things. 

First, they recommended that the annual audit be turned 
over to another firm of accountants on the general theory that 
it is well to have now and then the quickening that comes from 
new points of contact, new accounting views. Familiarity on 
the part of an auditing concern does not necessarily breed con- 
tempt but may reasonably be expected to take many things 
for granted that a new firm would quite properly ask to have 
explained in detail. 

Next, they suggested an entirely new step, namely the em- 
ployment of an experienced accountant “to make a careful 
study of the work of the treasurer’s office, to determine whether 
the accounting and audit system, as operated, provides suffi- 
cient control of receipts and expenditures.”” No actual audit in 
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detail was attempted, as this would nearly have duplicated what 
already was being taken care of annually. Methods of record- 
ing receipts and payments were studied and the route of each 
class of items was traced to discover if the system followed gave 
sufficient control and safety—and with a reasonable amount of 
clerical labor. 

Please note that last remark. It was the first time in our 
history that anyone outside the office had ever dared to bring 
up the question of whether the office was economically operated 
with direct reference to the work performed or not. And this 
inquiry was not prompted by any feeling that the office was not 
properly run. It simply represents another forward step in 
auditing methods. 

I may say that we were very well pleased to have our auditing 
committee interested in this and also to get the benefit of the 
ideas and suggestions of the able man who was charged with 
the task, one who was qualified to weigh the operations in the 
light of his experience. An outside contact of this sort is always 
helpful and it proved so in our case. 

It is this kind of examination combined with the annual 
audit that is the more effective method of auditing that I have 
been leading up to in the eight or nine pages of this paper. We 
have been so convinced of its usefulness that today, with both 
the approval and consent of our auditors, we have eliminated 
a large amount of the actual checking of details of the book- 
keeping and accounting transactions, and we have had the ac- 
countants devote more of their time to a review of the accounting 
methods and satisfy themselves that the internal checks are 
adequate and that the accounting controls actually control. 

This does not mean that we have done away entirely with 
the other and older phases of auditing. In addition to this 
report on the accounting methods they examine our books and 
records for the purpose of: 

(1) Verifying the financial condition of the institute; 

(2) Making test examinations of operating transactions during 

the year to determine their propriety and accuracy; 

(3) Reporting on the extent to which their recommendations 

of the previous year have been adopted. 

An audit of this kind serves to keep our auditing committee, 
and through that the corporation, informed of the financial 
operations and the financial status of the institution; to keep the 
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employees of the treasurer’s office on their toes and alive to the 
best methods of installing and maintaining internal checks and 
accounting controls which, if rightly set up, are in themselves 
more perpetual instruments of detailed audit than any outside 
firm coming in at the end of the year can possibly offer, and 
finally, to bring all the outside experience and information that 
an up-to-date auditing concern is bound to accumulate and make 
this available for application to any part of the office practice 
and accounting methods that need strengthening. 

Incidentally, we have found that with this sort of audit we 
are getting much better value for the expense involved. If we 
had continued the auditing methods of 1909 we should have 
the annual examination last almost the year through. If we 
thought that such a detailed audit was necessary, it would be an 
admission of a complete lack of internal checks and controls 
that cover such items as payrolls, inventories, service bureaus, 
laboratory services, receipts from students for tuition and other 
fees, dormitories, dining service and all the other active ac- 
counts. Probably two-thirds of all the checking of bookkeeping 
and accounting details are now taken care of internally and 
are not actually verified by the auditors. 

The installation of the budget system, now universally ac- 
cepted, is in itself an internal check of the first order and is 
probably responsible for the change in the type of audit more 
than any other single item. To set up and operate a budget 
properly requires not only an effective system of controls, but 
also complete analyses of receipts and expenditures, and such 
analyses are best made by keeping them up continuously, ex- 
actly as a perpetual inventory is kept up. 

These very operations and the resulting necessary internal 
oversight have taken away from the auditing firms the long, 
dreary days of checking details and have substituted the more 
interesting work of reviewing the methods set up and their 
capacity to safeguard the financial operations. 

In closing, I wish to say that the story of our auditing experi- 
ence and the observations thereon are not offered as a panacea 
to any other institution which may have had unsatisfactory 
results in its relations with its auditing committees or with the 
auditors. 

We learn by our own experience and that of others. This is 
simply the experience of another. 
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Accumulation of Discounts 
By FREDERICK VIERLING 


We inquire: Is it the duty of trustees to accumulate discounts 
on bonds purchased at less than par? 

For the first time in history there was decided by an appellate 
court the question propounded above. (See decision rendered 
Feb. 23, 1926, by supreme court of California in matter of estate of 
Gartenlaub.) By will testator placed in trust an estate valued 
at about $476,000. In the will it is provided that the “net 
income revenue and profits” of the estate should be paid to 
certain life-tenants. The trustee was directed as soon as might be 
to convert investments not of the kind approved by the testator 
and to re-invest proceeds in particular bonds and other securities 
indicated by the testator. Testator thus expressly authorized 
investment in bonds. 


I 


In the same estate, on a former appeal to the supreme court of 
California, the question was raised whether premiums paid by the 
trustee, in the purchase of bonds at prices in excess of par, should 
be charged against principal or income of the estate. The court 
held that such premiums paid must be amortized by charges 
to income of the estate, so that such bonds will stand in the ac- 
counts of the trustee at maturity at par—par being the amount of 
principal then payable thereon. In this later appeal the court 
refers to the former appeal and to the fact that the court founded 
its decision in the former appeal on the proposition that the court 
should set forth the essential principles covering the administra- 
tion of trusts of this character and hence covering this particular 
trust; that the court found the existence of a corpus as an essen- 
tial element and the preservation of such corpus until the termina- 
tion of the life estate indispensable to the fulfillment of the plans of 
the testator; that any depletion of the corpus tends to frustrate 
the fundamental purpose of the trust and should be avoided. 
Certainly the estate should be so managed by the trustee that there 
may be no deliberate depletion of the corpus. Since the payment 
of the coupon rate of interest on a bond purchased at a premium 
would result in the payment of more than the effective rate of 
interest on the bond, such payment of the coupon rate in equity 
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should not be permitted. By regular amortization of premiums 
out of coupon collections encroachment on the corpus is avoided. 
Amortization of premiums is now approved by the great weight of 
decisions of courts of last resort. Unfortunately, however, there 
are still a few exceptions. 


II 


The sole question presented in the later appeal involves the 
right of the life-tenant to have discounts at which bonds are 
purchased by the trustee accumulated and paid over to the life- 
tenant. The court in the later appeal holds that the life-tenant 
has no such right. As above noted, in the former appeal it was 
held that premiums should be amortized, in order that the in- 
tegrity of the corpus of the estate may be preserved. This is an 
equitable rule. There is also another equitable rule, of equal 
force, namely: The corpus of an estate should not be unduly 
increased at the expense of the life-tenant. As all kinds of good 
bonds are purchased from time to time at prevailing rates of in- 
come for money, prices of such bonds fluctuate from time to time— 
sometimes they are at par, sometimes at a premium and some- 
times at a discount. It is a fundamental fact that premiums and 
discounts on bond investments affect the income basis of the in- 
vestment and do not concern the corpus of the estate. In either 
case it is equitable to adjust the premium or the discount, so that 
such bonds will stand in the accounts of trustees at par at matu- 
rity. Such purchases are made at values shown in bond tables. 
These tables show the price at which purchases must be made in 
order to earn the stipulated net income. Bond tables are in con- 
stant use in this and in all other commercial countries. They have 
been proven to be scientific and exact and of indisputable author- 
ity. To purchase bonds on the basis of such tables, and after 
purchase to ignore the basis of such purchase, is not equitable; it 
injures the remainderman in case of a premium bond and injures 
the life-tenant in case of a discount bond. Trustees must be 
impartial between life-tenant and remainderman. Since the court 
requires the adjustment of premiums, it is unfair not to require 
the adjustment of discounts. 


Ill 


The life-tenant insists that discounts should be accumulated 
and paid to her. The court explains its views as follows: In the 
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case of bonds purchased at a discount the amount of such discount 
remains in the hands of the trustee, in the form of uninvested 
corpus, and does not become any part of the income of the estate. 
Of course any uninvested corpus remains in the hands of the 
trustee and does not become part of the income of the estate. 
Income is entitled to earnings only on invested funds. The 
court misses the point at issue by assuming that the difference 
between par value of discount bonds and the price paid is in the 
hands of the trustee and remains. The trustee is able to buy 
more bonds when they are at a discount than when they are at a 
premium. Whatever the amount invested, the life-tenant is 
entitled to the income thereon at the prevailing rate of interest. 
Even if a trustee makes all its investments in bonds at par or at 
a premium, if the exact amount desired is not available, there will 
be a balance of corpus not invested. The situation is the same 
when investments are made in bonds at a discount. The court 
evidently is not experienced in such matters and therefore made 
the error. The court expresses another erroneous conclusion as 
follows: It does not follow, since the life-tenant must yield up a 
portion of the income, in order to maintain the integrity of the 
corpus, that the life-tenant must be entitled to the discount, 
which, if allowed, would impair the corpus of the trust. If allow- 
ing the discount would impair the corpus, then the court is correct; 
but allowing the life-tenant the accrued discount merely allows 
the life-tenant the accruing discount as part of the earnings of 
the investment, in addition to the contract rate of interest shown 
by the coupons. The accumulation of discounts scientifically 
was contemplated at the time of purchase. Crediting income 
with the accumulating discount and writing up the investment 
value of bond as it nears maturity is not losing anything for the 
estate. At maturity the discount bond will have been written 
up to par, the exact amount at which it will be paid. It is erro- 
neous to assume that something is lost—nothing is lost. 


IV 


The court continues thus: The only possible basis upon which 
the life-tenant can rest the claim that she is entitled to receive 
the amount of unexpended corpus, represented by the discount 
on any particular bond purchased, consists in the assumption that 
the controlling reason why bonds of equal safety, with bonds 


269 








The Journal of Accountancy 








selling at par or a premium, may be purchased at a discount, is 
because bonds at a discount yield lower interest rates (of course 
meaning that they bear a lower contract rate of interest) and, 
this being so, the life-tenant is entitled to have the amount of the 
discount accumulated and paid over to her, in order to make up 
to her the amount of income which she would have received had 
the trustee invested in bonds at par, and hence in bonds bearing 
a larger (contract) rate of interest. In order to support this 
assumption, the life-tenant urges that in the purchase of bonds 
trustees are governed by bond tables, wherein the value of any 
bond is determined by the rate of interest which it carries; that, 
the life-tenant argues from these premises, since the corpus of 
the estate can suffer no ultimate impairment from the investment 
in safe bonds at a discount, she is entitled to such discount. The 
court answers: This assumption is not true in point of fact. We 
answer: Nevertheless, accountants and students of finance and ac- 
counting know that the assumption is true. If the court will test 
the proposition by making the calculations necessary to check 
out and verify any value of bonds given in a standard bond table, 
the court will find itself again in error. The value may be proven 
by quite simple arithmetical calculations. For the court to 
make the assertion, without making the test, is futile. The 
formula may be applied to a bond based on its contract rate of 
interest and will prove the bond to be worth par; the result will 
be self-proving. Surely the court will not ignore the correctness 
of the formula in such a case. The formula then may be applied 
to bonds at a premium and the value of premium bonds thus es- 
tablished. Surely the court will not now gainsay the correctness 
of the proposition, having approved premium bonds in the former 
appeal involving the question of amortization of premiums. If 
the court will next apply the formula to bonds at a discount, the 
court can not help but convince itself that bond tables may be 
relied upon, even where a purchase of bonds at a discount is 
involved. Further, if the court will stop to consider the millions 
of transactions each year between persons, firms and corporations 
experienced in investment matters, both between themselves and 
between their hundreds of thousands of customers, the court will 
not continue its erroneous assertion. If a scientific fact is def- 
initely established, even courts can not by immature reasoning 
or fiat continue the error. Remember Columbus, Galileo and 
hosts of others, pioneers in their respective fields. 
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V 


The court suggests that it is the duty of the trustee, in making 
investments of corpus, to determine questions of fact as to the 
safety of each investment, determinable by other conditions and 
considerations than those derived merely from the study or com- 
parison of bond tables or the state of the money and bond market 
as shown thereby. We agree with the court in the proposition 
that the safety of an investment is not shown by reference to a 
bond table. The bond table is intended merely to show what will 
be the effective rate of return on a bond at a stated price, having a 
certain number of years to run and bearing a fixed rate of interest, 
or to give information as to the effective yield of a bond having a 
certain number of years to run and quoted at a certain price. 
All other things being satisfactory, the trustee must needs inquire 
into these matters. If the effective rate of return is shown to be 
too low, considering a fair return for money for the time being, 
although all other questions are satisfactorily answered, the trus- 
tee must not make the particular investment presented. Apply- 
ing high investment standards, the trustee should of course look 
for other investments yielding a fair return. The trustee is not 
limited to bonds selling at par or to bonds selling at a premium, but 
may invest in bonds selling at a discount. If the trustee invests 
in bonds at a discount, the trustee may not equitably ignore such 
discount as part of the earnings of the investment, as the discount 
accumulates. The bond was purchased on the basis that the 
trustee would consider the accumulating discount as a profit in- 
herent in the investment at the time of purchase, and not as an 
accidental appreciation of property caused by conditions and 
influences outside of the investment when made. Such ac- 
cumulating discount added to the contract rate of interest on the 
bond will represent the effective rate of return of the investment. 
The contract rate of interest allowed would represent merely the 
nominal or contract rate of return, not the actual return. From 
the language of the court, it might be implied that it was thought 
that a bond table would indicate the state of the money market 
or bond market. Of course such thought would be absurd. 


VI 


The court seems to rely on the testimony of one witness in 
reaching its decision. The court refers to him as admittedly an 
expert in both knowledge and experience in respect of state of 
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bond market and money market. His testimony was to the effect 
that in buying bonds as an investment safety is the first considera- 
tion ; that it is the duty of the trustee to maintain the corpus of the 
estate intact, as far as the trustee can. Certainly that is true. 
Nevertheless, the trustee should be fair and not unduly increase 
the corpus of the estate at the expense of the life-tenant. If the 
trustee will not accumulate discounts for the benefit of the life- 
tenant, then the trustee should not make investments in bonds 
below par, but confine itself to bonds at par or at a premium. 
The witness is also quoted as saying, ‘““As between bonds which 
may be considered equally safe for investment purposes, he would 
purchase the one which yielded the higher (contract), rate of 
return. The fact that safe bonds will sell at a discount at any 
time is due very largely to general financial conditions and to the 
fact that other bonds, presumably as safe, pay a higher (contract) 
rate of interest on their par value.”” The effect of this testimony 
is that, as between two bonds of equal safety as an investment, 
selling at the same price, he would select the one selling at the 
higher (contract) rate of interest. Of course he would. It fol- 
lows that a bond selling at the lower contract rate of interest to 
meet such competition would have to sell at a lower price or at a 
discount. If at a discount, the amount of the discount would 
automatically bear on the income basis of the investment. This 
is proven by the bond table and may be proven without a bond 
table. Why continue to assert that the accumulating discount 
does not increase the earning shown by the coupon rate? Just as 
well assert that amortization of premium does not decrease the 
coupon rate. 


VII 


The court, referring to the testimony of the one witness, 
says: “The effect of the foregoing evidence is to negative the 
assumption that the controlling factor, in determining bond in- 
vestments by trustees, is that of the state of the market as shown 
by bond tables and to affirm the right of trustees to invest the 
corpus of the trust estate in bonds which may at the time of the 
investment be obtainable at a premium or at par or at a discount, 
regardless of the return in the way of (contract) interest provided 
for.” The court must have written these thoughts inadvertently. 
The testimony speaks for itself. It is not claimed that bond 
tables show the state of the market for money or bonds. No 
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testimony was necessary to refute the thought. Would any testi- 
mony establish the right of the trustee to invest in bonds at a 
premium or at par or at a discount, regardless of the contract rate 
of interest of the bond? Certainly not. The court continues that 
if this be true—referring to its remarks above—it shows, since 
the right of the life-tenant is measured by the duty of the trustee, 
the full amount to which the life-tenant would be entitled in the 
way of income would be none other than the amount actually 
provided for as income by the terms of the bond, regardless of 
the price at which it had been acquired. In the former appeal 
the court laid down the proposition that the premium must be 
amortized out of interest coupon collections. Bonds purchased 
at par need no adjustment of premiums or discount. Bonds 
purchased at a discount—shall we forget them? Certainly not; 
let us be just between the beneficiaries of estates. 


VIII 


The term ‘‘income, revenue and profits” has been held in a 
uniform line of decisions not to include increase from any cause 
in the value of the corpus of a trust estate. The court quotes 
the cases below mentioned as sustaining that proposition. I 
have examined each case, and find not one that bears on the point 
at issue in the present appeal. The cases quoted all relate to 
ordinary appreciation of property and not to accumulating dis- 
count on bonds purchased by trustees below par. In the cases 
noted the increases are accidental increases, not inherent in the 
investment when made. The discount on bonds purchased 
below par show an inherent profit, expected and relied on as a 
profit to the amount of the discount. Let us review the cases 
in the order of their publication: 

Townsend v. Trust Co. (1877) 3 Redfield N. Y. Rep. 220: The 
trustee invested three funds of $5,000 each in government bonds, 
and later sold bonds at profit of $400 foreach fund. Trustee also 
made profit of $37.50 on purchase of government bonds at a 
discount. These bonds increased in value. Question was: Could 
the surplus received by the trustee be regarded either as interest, 
income or dividends? Decision: Court ruled the increase could 
not be taken as income; that life-tenant can not be charged with 
depreciation; and converse of the proposition is true, that he can 
not receive the increase of the capital; that the general rule seems 
to be, the enhanced value of the principal goes to the remainder- 
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man. Note: This case applies to ordinary and non-contractual 
increase of securities, not to the point now at issue. 

In re Gerry (1886) 103 N. Y. 445: Question arose between 
representative of life-tenant and remainderman with reference to 
disposition of an increase in amount of trust fund, discoverable 
upon a sale of securities . . . after life-estate terminated. In 
1828 testator bequeathed $70,000 in trust to invest in specified 
securities; a sale of the securities by the trustee after the death 
of the life-tenant resulted in a surplus of nearly $23,000 over the 
amount of the original investment; the will gave life-tenant annual 
interest, income and dividends of trust fund. Decision: All 
beyond this must from necessity have been intended to go to the 
remainderman, for there are no other persons who could lawfully 
take it. In this case the investment is directed to be made in 
securities bearing a fixed rate of interest; the increase in question 
seems to have been because of a depreciation in the rate of interest 
affected by natural causes which gave an increased value to 
securities bearing higher rates of former times. This constituted 
in no sense a profit from the investment, but was an accretion to 
the fund itself arising from natural causes and was liable to be 
altogether lost by the approximation of the securities to the period 
of their maturity. If the will had required the trustee to invest 
in real estate, it can not be questioned that any increase in the 
value of land from natural causes would be an accretion to the 
capital and inure to the benefit of the remainderman; one can see 
no difference in principle between this case and the one supposed. 
Note: This case applies also to ordinary and non-contractual 
increase of securities, not to the point now at issue. 

Duclos v. Benner (1891) 17 N. Y. S. 168: Trustee invested 
$30,000 in government bonds; later sold bonds at profit of $3465; 
profit claimed by life-tenant as income on trust fund, in addition 
to (contract) interest collected on bonds; under will life-tenant 
was entitled to income, interest, profits and earnings of the trust 
fund. Decision: Held the profit arising from the sale was accre- 
tion to the capital of the estate and must be held as such; that life- 
tenant was entitled to any increase of income by reason of the in- 
vestment of the profit. Note:This case applies also to ordinary and 
non-contractual increase of securities, not to the point now at issue. 

In re Vedder (1891) 2 Connolly N. Y. Rep. 548: Question was 
whether representatives of life-tenant were entitled to receive in- 
crease in value of securities held by the trustee or should such in- 
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crease be held to be a part of ‘the principal? The trustee realized 
by sale an excess of $10,200. Decision: An increase from natural 
causes in the value of real and personal estate held as an invest- 
ment does not constitute profit and go to the life-tenant; such 
increase becomes principal and goes to the remainderman. Note: 
This case applies also to ordinary and non-contractual increase 
of securities, not to the point now at issue. 

In re Cutler (1898) 52 N. Y. S. 842: Eight thousand eight 
hundred dollars in par value of stocks, bonds and other securities 
constituted residue and formed trust estate; what was actual value 
of the securities does not appear; surviving executor realized 
$12,000 from sale of securities; certain beneficiaries claimed 
difference between the two sums as income. Decision: Life- 
tenant was undoubtedly entitled to the income from the estate in 
remainder; if she succeeded in living without that income and 
saved for several years a part thereof, these savings undoubtedly 
belonged to her absolutely. It now becomes necessary to deter- 
mine whether this apparent increase is a result of accumulation of 
income or whether it is simply an increase resulting from the sale 
of stocks, bonds and other securities. Decision: In investments 
and re-investments of this kind, the gains realized are capital and 
not income; gains made on stock taken at par and sold above par 
are accretions to the estate in remainder. Note: This case 
applies also to ordinary and non-contractual increase of securities, 
not to the point now at issue. 

In re Graham (1901) 198 Pa. 216: Trustee sold real estate 
and invested proceeds in certain bonds; trustee also purchased 
additional bonds of same issue; later sold bonds at a profit of 
$17,750. Trustee also received certain shares at appraised value; 
property of company was condemned and trustee received $50,288 
in excess of appraised value of stock. Decision, first question: 
The profit of the sale of these bonds was realized by reason of the 
enhancement in value of the trust investments and is not income 
from them; it is part of the corpus and should be so held by the 
trustee. Decision, second question: Where a corporation sells a 
part of its property and distributes the proceeds as a dividend 
among its stockholders, such dividend is capital and not income; 
the excess received by the trustee on the stock mentioned above 
its appraised value is part of the corpus of the trust. Note: This 
case also applies to ordinary and non-contractual increase of 
securities, not to the point now at issue. 
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Stewart v. Phelps (1902) 75 N. Y. S. 526: Testator bequeathed 
an estate valued at $4,714,833 in trust for his daughter; he directed 
certain payments out of capital to be made to her at various times 
and such payments were made; balance of assets remained in 
trust; by sale of securities for more than appraised value, trustee 
realized excess of $399,067; trustee also made purchases and 
sales and realized additional profits of $129,969; rights to 
subscribe to additional stock of corporation were sold for $6,243; 
trustee also received a stock dividend from a corporation, which 
trustee sold for $1,987; referee allowed life-tenant proceeds of 
sale of stock dividend and item of $416 interest realized on 
a security sold; referee held the remaining increases in the estate 
were accretion to the principal of the trust fund, to which the 
life-tenant was not entitled. Decision: Court sustained hold- 
ings of referee. Note: This case applies also to ordinary and 
non-contractual increase of securities, not to the point now at 
issue. 

In the present appeal the court also refers to Perry, on Trusts, 
6th ed., sec. 546. One finds the following language: ‘‘ Any accre- 
tion to the fund itself, . . . as by the rise in value of securities, 
goes to the remainderman. The life-tenant also derives advantage 
from this increased value, through the larger income resulting; 
but, if the securities mature or are sold, the increased value be- 
longs to the remainderman.”’ Note: The text applies to ordinary 
and non-contractual increases in value of trust assets, not to the 
point now at issue. 


IX 


The court in its decision in the present appeal expresses itself 
thus: ‘‘We think it may be taken to be settled that increase of a 
trust fund, resulting from the increase in the value of bonds or 
other securities, due to whatever cause, ought to be regarded as 
part of the corpus of the trust and not as income to which the life- 
tenant is entitled.”” Since the cases quoted bear only on ordinary 
increases, and not on accumulating discounts, the court should 
differentiate between ordinary increases and the court’s so-called 
increases by way of accumulating discount, since they are unlike 
and each has different characteristics. Ordinary increases are 
increases not contracted for and accumulating discounts are 
increases contracted for at the time of purchase of bonds below 
par. 
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Xx 


The court continues: ‘This conclusion (of the court) gains 
added force from the consideration, whenever bonds are purchased 
by the trustee at a discount, that the amount of such discount re- 
mains in the hands of the trustee as uninvested part of the corpus 
of the trust fund. It is the duty of the trustee to make a timely 
investment of the same in other securities, to the interest upon 
which as it accrues the life-tenant would be entitled; thus there 
would be made up to her approximately the amount of income 
which she would have received had the original investment been 
in bonds at par. This is all to which she would have been en- 
titled.””. Again the court has fallen into error. Of course unin- 
vested corpus remains in the hands of the trustee and the life- 
tenant is not entitled thereto. The life-tenant is entitled only to 
income on the fund when invested. (See comment already made 
on this point above.) Reference to a bond table will show that 
there are different rates of return on an investment of $900 at par 
in a 5 per cent. semi-annual bond having 10 years to run and an 
investment of $900 in a 4 per cent. semi-annual bond at 90, the 
latter also having 10 yearstorun. In the first case the investment 
will show a return of $45 a year; in the second case a return of 
$53 a year, a difference in return of approximately $8 on each 
$900 invested. An estate of $476,000 is equal to 528 times $900. 
Five hundred and twenty-eight times the difference of $8 equals 
an annual loss of $4224. Such annual loss is too great to be dis- 
missed in the off-hand way indicated by the remarks of the court 
that ‘‘there would be made up to the life-tenant approximately 
the amount of income she would have received had the original 
investment been in bonds of par.’’ During a long life-tenancy the 
loss would be enormous. 


XI 


The will provides for the payment to the life-tenant of a mini- 
mum amount of income each month and if the amountof income at 
any time falls short the trustee is directed to make up the amount 
out of corpus. The court in this relation remarks as follows: 
“The only contingency upon the happening of which the trustee 
would be justified in paying over to the life-tenant any portion 
of the corpus would be as provided in the will; yet, if the argu- 
ment on behalf of the life-tenant is to be given effect, the trustee 
would be required to withdraw from the corpus of the estate the 


277 








The Journal of Accountancy 





uninvested portion thereof, represented in the amount of dis- 
count retained in making purchases of bonds at less than par, 
and pay the same over to the life-tenant.”” I do not see why 
the court refers to the specific provisions mentioned and asso- 
ciates them with the question of accumulation of discounts. I 
do not consider the two matters related. 


XII 


The court suggests: If it be contended by the life-tenant that 
she is not asking the present payment over to her of such dis- 
count, but only the accumulation for her benefit, the answer is 
twofold. First, the right to have the discount accumulated 
must rest upon her right to receive the same now or later as in- 
come, which right does not exist. Second, there is no provision 
in the will which would empower the trustee to accumulate any 
portion of the trust property in any other form than as part of 
the corpus. The declaration of the court ‘‘which right does not 
exist” is dogmatic and without reason (referring to the claim of 
the life-tenant to accumulating discount). The further declara- 
tion, that there is no provision in the will to accumulate in any 
other form than as part of the corpus, is beside the point at issue. 
Since accumulations of discount on bonds are herein shown to be 
part of the earnings of the investment, why should they not be 
paid to the life-tenant as they accrue? That question is answered 
above. 


XIII 


The court offers the following suggestion: It is easy to conceive 
of instances during a trust wherein trustees who have justifiably 
purchased securities at a discount might later find it advisable to 
dispose of such securities at the same price below par at which 
they had been purchased. What if in the meantime some court 
had directed the (accumulated) discount paid over to the life- 
tenant? What if the securities become valueless? In such case 
would the corpus of the estate be held to suffer not only the loss 
incident to the unfortunate investment but also the amount of 
the (accumulated) discount which the trustee had in the mean- 
time been required to pay over to the life-tenant? I would say: 
Certainly, so long as the investment is deemed safe—that such 
was the fundamental principle and exact basis upon which the 
bond was purchased. Trustees do not stop paying over income 
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on bonds purchased at par or at a premium, while they are deemed 
safe. The same rule ought to apply to bonds purchased at a 
discount. If it later develops that an investment in a premium 
bond, a discount bond or a par bond has been unfortunate, then 
the trustee must stop paying over income thereon. Finally, on 
the enforcement of the lien securing any such bond, the proceeds 
arising from foreclosure should be applied as directed for proceeds 
of foreclosure sales received by trustees. If the proceeds thus 
applicable to corpus are greater than the value of the bond as 
carried in the accounts of the trustee, there is a profit by appre- 
ciation; if the proceeds thus applicable to corpus are less, there 
is loss by depreciation. Such matters are easily adjusted as they 
arise. 

Those who without reason wish to controvert the right of the 
life-tenant to accumulating discount, suggest the question: What 
if a discount bond should default before maturity and be fore- 
closed? And if in the meantime the discount be written up as pro- 
posed, will not the loss to corpus be greater than if the carrying 
value of the bond in the accounts of the trustee had been un- 
changed from the original amount paid? Naturally, if the in- 
vestment of corpus in a particular bond is greater, any loss sub- 
sequently sustained will be greater. As income is credited with 
the accumulating discount, the investment of corpus in the bond 
increases in like amount. That is as it should be and as was con- 
templated under the fundamental principles controlling purchases 
of discount bonds. It is not an accident—it is the writing into the 
accounts of the trustee of the fact, considered on the basis of pur- 
chase, that the discount is less than it was originally and thus the 
bond is worth more. From interest period to interest period it 
will continue to be less until the bond matures, when the principal 
of the bond as a legal obligation will call for payment of par and 
will stand in the accounts of the trustee at par. So long as there 
is no default in a bond, whether purchased at par or at a premium 
or at a discount, the trustee should pay the exact earnings thereon 
to the life-tenant. If default occurs in a premium bond, the loss 
to corpus may be more than if default occurs in a discount bond, 
as a premium bond stands in the accounts of the trustee at an 
amount greater than a discount bond. Since we know from ex- 
perience that discount bonds are no more liable to default than 
premium bonds, equally well secured, there is no more reason not 
to pay out the exact earnings of a discount bond than the exact 
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earnings of a premium bond. The real question is: What are 
the actual earnings of the respective bonds? When ascertained, 
the duty of the trustee to pay the actual earnings to the life-tenant 
should be as positive in the case of a discount bond as in the case 
of a premium bond. In the purchase of a premium bond the 
amount of the premium over par is all paid out at the time of 
purchase; in the purchase of a discount bond the amount of dis- 
count is spread evenly over the period of time the bond has to run. 
Trustees should be required to meet their responsibility in both 
cases and use no more hesitancy in the one than in the other. 


XIV 


The court offers the following suggestions: In the performance 
of their duties to invest, preserve and increase the corpus of trusts, 
trustees are empowered to purchase and sell securities and re- 
invest, depending on the state of a variable bond and money 
market and upon variations in the value of securities caused 
thereby. This being so, to bind trustees by the obligation to 
pay over accumulating discounts for the benefit of life-tenants 
would involve the integrity of the corpus of the estate, which it is 
their duty at all times to preserve intact. I except to the lan- 
guage of the court in saying that it is the duty of a trustee to in- 
crease the corpus of the estate. Trustees are never allowed to 
speculate. I do not believe the court meant what it said, in 
using the words “increase the corpus’. It is the duty of the 
trustee to invest and preserve the estate, and if by reason of or- 
dinary increase in value of trust assets the amount of the estate is 
increased, such increase belongs to capital. Likewise if there be 
decrease by reason of ordinary decrease in value of trust assets, 
the decrease falls on the capital. Let us not confuse decrease 
caused by amortization of premiums on bonds purchased by 
trustee at a premium, nor increase caused by accumulation of 
discount on bonds purchased by trustee at a discount, as ordinary 
increase or decrease of trust property. I have already above 
taken issue with that proposition. Accumulations of discounts 
do not concern the corpus of a trust. 


XV 


The court offers the following suggestions: It is the duty of 
the courts to establish a rule of action which will tend to relieve 
the administration of trusts from coniusion and avoid possible 
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involvements of the corpus of an estate, as would arise out of the 
adoption of the proposition for which the life-tenant contends. 
Certainly courts should relieve the administration of trusts from 
confusion. Certainly courts and trustees should avoid possible 
involvements of the corpus of estates. It is borrowing trouble to 
say that such confusion and involvements would arise out of the 
adoption of the principle propounded. It is known from personal 
experience that there is no confusion; also it is known from per- 
sonal experience that no involvements arise out of the adoption of 
the principle. Accounting officers of banks, trust companies and 
financial institutions everywhere, accounting officers of life- 
insurance companies and other corporations everywhere, account- 
ing officers of investment corporations everywhere, accountants of 
large individual investors and investment firms everywhere, in- 
cluding many in the state of California, are familar with such 
practice and are not confused or involved thereby. No; the court 
is evading the issue. Also the court is forgetting that there is a 
rule of equity underlying all trusts: Trustees must be impartial 
between beneficiaries and must render unto each his due, no more 
and no less. 
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EDITORIAL 


In the March issue of THE JOURNAL 
The Illinois Decision or ACCOUNTANCY there was opportunity 
to do little more than to mention the fact 
that the supreme court of Illinois in a decision rendered February 
18th had deciared unconstitutional the accountancy law enacted 
in 1925. The action of the court has been acclaimed by account- 
ants generally because it renders inoperative a law which was 
considered inimical to the best interests of the profession. There 
were many features of the law which were utterly undesirable and 
it is cause for gratification that the court has rendered its decision 
as it has—although it is almost inconceivable that any other 
decision could have been reached. The grounds upon which the 
constitutionality of the act were attacked seem to be compelling. 
In its decision the court says: 


Appellants contend that the accountancy act is unconstitutional for 
the reason that it violates section 22 of article 4 of the constitution, 
prohibiting special privileges, and the fourteenth amendment to the con- 
stitution of the United States, in that it denies equal protection of the laws. 
It is also contended that the act is an unreasonable exercise of the police 
power. In support of the first contention it is pointed out that the act 
confers a special privilege on a limited class of persons, namely, those 
persons who on the first of October, 1925, were holding certificates as 
certified public accountants, and those who under the reciprocity provision 
in section 9 hold unrevoked certificates as certified ouldie accountants 
from other states or such as are included in section 11, and that no other 
person may practise in Illinois as certified public accountant and no 
citizen of the state may become such under the act. If this complaint 
is well founded the act is invalid as contravening section 22 of article 4 
of the constitution of this state, which provides: ‘‘The general assembly 
shall not pass local or special laws . . . granting to any corporation, 
association or individual any special or exclusive privilege, immunity or 
franchise whatever.”” An examination of the act shows that no provision 
is made for licensing any citizen of Illinois as a certified public accountant 
who was not such at the time the act went into effect. Fhe only provision 
for the issuance of a certificate by the department of registration and 
education in case of examination, or to any one after October 1, 1925, 
other than persons holding foreign certificates or certificates under the 
act of 1903, is found in section 6, where it is provided that each candidate 
who passes the examination shall receive a certificate of his qualifications 
to practise as a public accountant and he shall be qualified and known as 


282 











Editorial 











a public accountant. Section 4, of the act provides that anyone who 
shall receive a certificate of his qualifications to practise as a certified 
public accountant under the act may be known and styled as such, and 
no other person may assume the title or use the insignia thereof, either by 
words or letters. Under the act the only persons, other than those 
holding foreign certificates, who may receive certificates as certified 
public accountants are those who were certified public accountants on 
October 1, 1925. By section 3 any person who has received a certificate 
from the department entitling him to practise as a public accountant may 
be known as such and no other person shall assume that title. While the 
examinations provided for in section 6 take no account of distinctions 
between public accountants and certified public accountants, by section 
4 a person who receives a certificate as a “ public accountant” may not 
hold himself out as a ‘‘certified public accountant”’, for as we have seen, 
the language of that section, is ‘‘no other person’’ shall assume the title 
or use the insignia of the title of certified public accountant. The qualifica- 
tions prescribed by sections 3 and 4 of the act for public accountant 
and certified public accountant are the same except the requirement that 
the certificate of the board be had, which in section 3 is a certificate as 
public accountant and in section 4 a certificate asa certified public account- 
ant. It appears clear, therefore, that the act necessarily operates to the 
advantage of the few persons who held certificates as certified public 
accountants prior to October 1, 1925, and those holding such certificates 
from an outside state, and discriminates against all other persons engaged 
in the business of accountancy, none of whom can ever become a certified 
public accountant in this state. An accountant who is employed by more 
than one employer, thereby under section 2 of the act practising public 
accountancy, or one who is certified as a public accountant who desires 
to take an examination and have issued to him a certificate showing that 
he is a certified public accountant, finds in the act no means of accomplish- 
ing that end. The department is by the act given no authority to issue 
any certificate except that of public accountant. 





It would seem that the evidence of dis- 
Other Grounds ee seg , , 
for Judgment crimination to which the court refers in 
the foregoing comment is all that could 
be required to render the act unconstitutional, but-there are other 
and almost equally cogent reasons for the action of the court. 
Let us quote further: 


There is another unreasonable discrimination appearing in the act. 
By section 13, as we have seen, examinations are waived and certificates 
must be issued to any person who is a citizen of the United States or has 
duly declared his intention to become such, who resides in this state and 
who applies on or before October 1, 1925, for a certificate permitting him 
to practise as a public accountant, provided such person shall on July 1, 
1925, be practising as a public accountant on his own account or shall 
have had five years’ experience in the employ of either a certified public 
accountant or a public accountant. By this act, one who on June 30, 
1925, commences practising as a public accountant on his own account 
may register as such on or before October 1, 1925, because he was practis- 
ing as a public accountant on his own account on July 1, 1925, and this 
though he shall have had no previous experience, while one who has had 
four years and eleven months’ experience in the employ of either a certified 
public accountant or a public accountant cannot receive a certificate as 
public accountant without examination. There is no reasonable basis for 
the discrimination between such two persons. While a statute intended 
to be prospective may provide that it shall not apply to those already in 
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the occupation to be licensed, under conditions named (People v. Logan, 
284 Ill. 83; People v. Evans, 247 id. 547; Williams v. People, 121 id. 84;), 
such exemption must be made to apply equally to all similarly situated. 
Again, by section 9 of the act a person holding a certificate as a certified 
public accountant of another state or territory who desires to be registered 
and receive a certificate as a certified public accountant of this state must 
pay the sum of $25, and if he would escape examination he must satisfy 
the department that the state issuing the certificate to him has require- 
ments equal to those of this state and that the applicant is qualified to 
that extent, though under section 11 one who holds a certificate of certified 
public accountant of another state or territory may come into this state 
and practise by registering and paying the annual license fee of five dollars. 
So far as the provisions of the act are concerned, he may move into the 
state and continue his business as a certified public accountant without 
the certificate of the department that he is qualified as such and without 
ne on its part as to the requirements of the state issuing the certificate 
to him. It is thus seen that in the second case a certified public account- 
ant under a foreign certificate merely by registering and paying the annual 
fee has all the benefits of the act that would flow to such certified public 
accountant who desires to have or has the certificate of the department 
of this state. — by section 12 public accountants are subject to a 
penalty should they practise when their annual license fee is ten days 
overdue, though no such penalty is imposed on certified public accountants. 
A statute cannot be sustained which applies to some persons or cases and 
does not apply to all persons and cases not essentially different in kind. 

So far the great majority of accountin 
Accountancy and Paris ese rien g 
. practitioners will be in thorough accord 

Public Welfare . : 

with the judgment of the court, but 
there may be a wide difference of opinion with regard to some of 
the further expressions used by Justice Stone, speaking for the 
court. For example, the court felt that the exercise of the police 
power of the state could not be extended to include the practice 
of the “business of accounting.’”’ The judgment says in effect 
that accounting is a matter of personal and not of public interest, 
and therefore it does not affect the public health, comfort, safety 
or welfare. We read: “It is readily seen that the profession of 
law by reason of its influence on the safety of the rights of property 
and liberty does affect the public welfare; that the science of 
medicine, surgery and other treatment of human ills or the pre- 
vention of disease directly affects the public health; and that the 
manner of construction of buildings may well be said to affect the 
public safety. What is there in the business of accounting upon 
which the exercise of the police power may be based?’’ Then, 
‘“‘An ‘accountant,’ as that term is defined by standard lexicogra- 
phers, is one who is skilled in, keeps or adjusts accounts. Ac- 
counting is defined as the act or system of making up or stating 
accounts. It is readily seen that an incompetent accountant may 
render an inaccurate report and cause his employer to make a 


business error. This creates no effect upon the public, however, 
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unless the relationship existing between the public welfare and 
the private business so affected is so close as to establish that 
influence.’’ One of our quarrels with the lexicographers is that 
they are for the most part of an earlier generation. It is a rather 
remarkable fact that in recent editions of some dictionaries there 
has been conscientious effort to amend definitions of a scientific 
character so as to include the results of recent acquisition of 
knowledge, but in all that relates to accounting the revisors of our 
dictionaries seem to be content to rest upon tradition. What was 
defined years ago, before public accounting existed, is regarded as 
good enough for today. Apparently the court of Illinois has 
been rather too strongly influenced by the effect of those so-called 
standard lexicographers. The accountant today is one who ‘‘is 
skilled in, keeps and adjusts accounts” and does a host of other 
things as well which were not dreamt of in the philosophy of the 
middle of the nineteenth century. We maintain that the practice 
of accountancy in its modern form has a direct and also an indirect 
bearing upon public welfare. It is a point which need hardly be 
argued with accountants, but apparently it has not yet dawned 
upon some members of the legal profession that the whole struc- 
ture of modern business rests heavily upon a foundation of sure 
and accurate accounting. We do not attempt to express any 
opinion as to whether the application of the police power may 
be brought into play with propriety and effect in the control of 
public accounting, but we do most vehemently assert that it is no 
less than folly to deny the tremendous importance of good ac- 
counting to the public welfare. 


Later in the decision the court, speaking 
Regulatory Laws : . 

Benefit Public of certified public accountant laws, used 

this striking sentence: 

“These laws have been passed in the interest of those engaged in the 
business and for their protection and advantage rather than in the interest 
of the public welfare.” 

This quotation might be amended and condensed and be more 
to the point if it were written: 


“‘These laws have been passed in the interest of those engaged in busi- 
ness.” 


Of course, the regulation of the profession is for the protection of 
the profession, and those who have been instrumental in obtaining 
legislation have doubtless been chiefly animated by a desire to 
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establish the status of their calling, but we do not believe that 
legislators who have enacted the statutes have thought so much 
about the effect upon accountants as they have of the effect upon 
general business. If all and sundry, good, bad and indifferent, 
are permitted to practise accountancy—and this is what the 
Illinois decision practically means—it is essential that there 
should be some way to discriminate between those who are in- 
competent and those who may reasonably be presumed to be 
competent. The establishment of a line of demarcation between 
the competent and incompetent is certainly more for the good of 
the public as a whole than it is for those men and women who 
are engaged in accountancy. 


The decision proceeds to quote all the 
well-known cases in which public ac- 
counting has been concerned and then 
sums up its conclusions in the following important paragraph: 


Court Considers 
Restrictive Laws 


We do not say that it is beyond the power of the general assembly to 
enact a statute requiring that no one shall use the term “certified public 
accountant” or the term “public accountant” without having met the 
requirements of such an act. Such a provision may be well within the 
power of the legislature on the ground that it is to the public interest that 
no one shall use a term indicating that he has been examined and certified 
as an accountant when such is not the fact. Of such character was the 
accountancy act of 1903, herein referred to. By section 6 of that act 
anyone who represented himself to the public as having received the 
certificate provided by the act, or who made use of the term ‘“‘certified 
public accountant” or its abbreviation, was declared guilty of a mis- 
demeanor. Such is a misrepresentation which the legislature may prevent 
by statute. There is, as we view it, however, a wide difference between 
acts of such character and one which provides that no one who has not 
received a certificate as public accountant from the department of registra- 
tion and education shall be allowed to work at the business or occupation 
of accountancy for more than one person. Such an act does not spring 
from a demand for the protection of the public welfare, but is an un- 
warranted regulation of private business and the right of the citizen to 
pursue the ordinary occupations of life. For these reasons it was error to 
sustain the demurrer and dismiss the bill. 


= ; Without pausing to do more than men- 
Illinois Situation tion the archaic unwillingness of the 
Unlike Others : 8 
court to recognize accountancy as a 
profession which is made evident in the phrase, ‘‘the business 
or occupation of accountancy,’’ it may be inferred that the de- 
cision against the Illinois law of 1925 is rather against that statute 
because of its discrimination and unfairness than because of 
requirements restricting practice of the profession in certain ways. 
In other words, the Illinois decision may not have any bearing 


286 








Editorial 
———————ooIy__>—o—>o——>—X—_—[—[—[—[—][{]_=[{$=[=[] [| LL°L=—=ES[[]{\ |] [[[[]_]_]_""___=—_—_——"=*=== 
upon such restrictive legislation as that which has been enacted 
in Maryland. The weaknesses which apparently led the Illinois 
court to destroy the 1925 act of that state are not found in some of 
the other statutes or bills designed to restrict the practice of 
accountancy. Indeed, the court goes so far as to recognize that 
legislation may regulate the profession, and in this admission of 
public interest there seems to be a slight discrepancy between 
the arguments in the beginning of the decision and in the con- 
clusion. However, the great point is that the Illinois law of 1925 
is no longer operative, and it is perhaps captious to cavil at the 
terms of the decision. 


In response to many requests the treas- 
ury department extended the time for 
filing definitive returns of income in the 
case of all taxpayers having incomes of over $5,000 to May 15th, 
merely requiring that a tentative return be filed on March 15th, 
accompanied by payment of one quarter of the estimated tax. 
This ruling was made almost necessary by the late date at which 
the new tax law was enacted, but there have been times in the 
past when a similar condition prevailed and the treasury was 
unwilling to grant a general extension. Therefore we may assume 
that light shines more clearly in the treasury today than it did 
in some of the earlier years. The American Institute of Ac- 
countants and many other interested parties urgently requested 
the granting of extension, but it must be confessed that there 
was not any serene and confident hope that the efforts would 
succeed. Consequently the announcement from the treasury 
was received not only with joy but with some astonishment. It is 
an evidence of the increasing harmony between the taxpayer 
and the administrative offices of the government. Some ac- 
countants had expressed the hope that it might be possible to 
obtain a general extension without even a tentative return, but 
such a request was not favored by the Institute for the very 
obvious reason that the government requires payment of tax 
on the 15th of March in order to meet its obligations and to carry 
out its budgetary promises. The filing to a tentative return may 
in some cases be somewhat of a burden, but on the other hand 
a far greater burden would be placed upon the fiscal officers of 
the government if they were expected to carry on without funds 
upon which they had been relying. 
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The new law was passed with commend- 
able rapidity and for the most part in 
acceptable form. Its full effect was not 
understood at the time of its passage, but as taxpayers began to 
make out their returns and to compute their taxes the extent of 
the reduction began to dawn and most of us are experiencing a 
sense of relief which is likely to linger. If the average American 
taxpayer will take the trouble now to compare his burdens with 
those carried by residents of other countries, he will regard himself 
as one of the most fortunate of mankind. The man who now 
receives an annual income of less than $20,000 is paying a tax 
of quite reasonable amount. And another great source of rejoic- 
ing in the public mind is the abolition of the utterly vile provisions 
of the precedent law relative to the publicity of tax returns. If 
the sixty-ninth congress does nothing more during the rest of its 
life it has deserved the thanks of the whole country for putting an 
end to a law under which there was neither privacy nor decency. 


Merits of New 
Tax Law 


One of the questions most frequently 
considered by public accountants is the 
verification of balances of accounts 
receivable. It is the general opinion that there should be at leasta 
test of the balances even if a complete verification is not possible 
or perhaps desirable. Much depends upon the magnitude of the 
list of receivables, but it is regarded as standard practice for 
the auditor to satisfy himself that the balances are as shown by the 
books. In view of this fact the following letter written by an 
officer of one of the large corporations in New York is sig- 
nificant: 


Editor, The Journal of Accountancy 

Sir: The question is frequently raised as to the extent to which the 
balances of accounts receivable are verified by auditors by independent 
requests for confirmation addressed by them to the customers of their 
clients. 

It occurred to me to have a record kept of the number of such requests 
received by us round about the end of the year when the great majority 
of business concerns close their books. 

At December 31st, when we closed our accounts, we had over 1,000 open 
balances on our accounts payable ledger. Of these 76 were for amounts 
in excess of $1,000, the largest amount being between $11,000 and $12,000. 

I do not of course know how many of the people from whom we make 
purchases have their accounts regularly audited, but we are buying from 
a great many large and well managed concerns, among whom it is reason- 
able to suppose a substantial number have their accounts audited. 

It is therefore rather significant that we received only four requests 
for confirmation around the end of the year. It is true we endeavor to 
keep our accounts closely paid up, and in the majority of cases an auditor 
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would find at the time he made his audit that our account at the end of 
the preceding month had already been paid. This condition, however, 
should have no bearing upon the desirability for confirming the balance 
actually outstanding at the end of the month. 

I wonder how this experience agrees with that of other large companies? 


It would be interesting to hear from readers of THE JOURNAL OF 
ACCOUNTANCY, especially from those who are controllers or other 
financial officers of corporations, whether their experiences coin- 
cide with that of the writer of the foregoing letter. 
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“What Will You Do After Graduation?” 


The committee for placements of the American Institute of Accountants has 
prepared a pamphlet entitled WHAT WILL YOU DO AFTER GRADUATION? for 
distribution among students at the leading universities and colleges of the 
country. The Institute reserves all rights of publication of the contents of the 
pamphlet either in whole or in part. The following is the text of the commit- 
tee’s message to students: 





College graduates may be classified in three groups comprising respectively 
those who intend to enter the so-called learned professions, such as engineering, 
medicine, writing, etc; those who are ‘‘ going into business’’; and the fortunate 
few who have the time and the money to supplement their college education 
with further study. 

This booklet is written for all three classes to tell them something of the 
profession of accountancy which offers opportunity for an honorable and re- 
munerative career. 

In order that qualified candidates for positions as junior assistants may be 
immediately placed, the American Institute of Accountants has organized a 
bureau for placements which will function without fees from applicants. 
Through it a number of accounting firms have agreed to take into their organi- 
zations each year as junior assistants for training and development a definite 
number of college graduates. 

The unusual opportunities offered by this training are such that to a wide- 
awake young man they should be at least equivalent to a postgraduate course 
at a school of business administration, a course which would be impossible 
except to the few who are able to expend the necessary time and money. 

These firms will agree with the men selected to employ them for a period of 
three years and will pay them a definite salary (minimum $125 a month) with 
stated increases at the end of each year. Needless to say these firms will be 
eager to make mutually satisfactory arrangements to retain promising men in 
their employ at the end of the training period. 

The men to be placed by the bureau will be selected on the basis of their 
scholastic record and extra-curriculum activities and after personal interview. 


Waat ARE THE OPPORTUNITIES IN ACCOUNTANCY? 


The opportunities in accountancy are as great both for service and reward as 
in law, medicine, engineering, or any of the other professions, and the field is 
far less crowded. To qualified men, staff positions carry liberal compensation 
which compares favorably with the income of lawyers, engineers, and physicians 
during the early years of their practice. Partnerships in representative ac- 
countancy firms usually are open to progressive staff men, and such success- 
ful professional practitioners compare favorably in the matter of income with 
the higher executive positions in the business field. 

Furthermore, whereas a training in other professions tends to confine the 
student strictly within the bounds of his chosen profession, a training in ac- 
countancy fits him for the entire field of business management as well as for 
his profession. Office managers, chief accountants, auditors and comptrollers, 
generally are chosen from the ranks of tose trained in accountancy. 
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The executive who directs the destinies of a business or a corporation must 
have before anything else a capacity to analyze its financial phases. This is 
exactly what accountancy makes possible. As a result, there is now a tend- 
ency to select as the heads of large enterprises men who have had such training. 

It is well to state at once what accountancy is and isnot. Putting it briefly, 
accountancy is the profession whereby business is served in matters of, or 
relating to accounting. It is not bookkeeping; it is not merely accounting; 
it is not merely business interpretation in terms of figures. It involves, in 
addition to a knowledge of bookkeeping and accounting, familiarity with 
economics, finance, business organization, business law, and various other 
subjects. 

Probably no better definition of accountancy can be quoted than that by 
Sir Arthur Lowes Dickinson, a member of the American Institute of Account- 
ants, in an introduction to the first American edition of Dicksee’s A uditing: 


The question is daily asked—What is a public accountant? And the 
answer that best defines his place in the world of commerce may, perhaps, 
be expressed as follows: A public accountant is a person ski in the 
affairs of commerce and finance, and particularly in the accounts 
relating thereto, who places his services at the disposal of the community 
for remuneration. is definition calls for three main qualifications: 

1. Skill in the affairs of commerce and finance. 

2. Special skill in the accounts relating thereto. 

3. The application of this skill to the affairs of the community, and not 

merely of one corporation or firm, for remuneration. 


Wuat ARE THE REQUIREMENTS FOR THE PROFESSION? 


The first requirement is the desire to succeed, together with the knowledge 
that there is no royal road to success in accountancy. Public accounting will 
appeal only to the serious minded and to men who are willing to progress 
slowly at first and are not discouraged by periods of what may seem tedious 
work. In this respect accountancy does not differ from any other profession. 

Broadly speaking, the following qualifications are necessary to true success 
in public accounting: 


1. The highest standards of honesty in thought, word and deed. 

2. Good appearance, agreeable personality, keen sense of arrange- 
ment, good deportment. 

3. The capacity to work diligently and to engage in detail work with- 
out loss of perspective of the work as a whole. 

4. Great respect for mathematical accuracy and speed in simple 
mathematical calculations. 

5. Ability to make accurate and rapid analyses of problems into 
their components. 

6. Ability to express ideas concretely in correct English in a form 
which will be easily understood. 

7. Ability to meet and analyze new problems. | 


College graduates who have taken advantage of their opportunities should 
meet all these requirements. Their minds should have been trained to think 
intelligently; they should have acquired poise and breadth of view which will 
make their contact with men of affairs agreeable. They are further fortunate 
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if they have taken scientific courses such as physics, chemistry, etc., which are 
especially useful in disciplining the mind in exactness and analysis. Knowledge 
of subjects such as economics, finance, business organization and commercial 
law will prove of practical value as they advance in the profession. Such 
courses in accounting as they may have completed in the institutions which 
they have attended will naturally be of substantial benefit to them. 


THE WorK OF THE ACCOUNTANT 


Business enterprises need for their success organization and management. 
Success in management depends among other things upon knowledge, proper 
interpretation, and use of financial facts. The world’s commerce and industry 
and all business relations are founded upon financial transactions. Those 
who are responsible for the management of a business must have before them 
from time to time a clear cross-section of the results of the business in financial 
units with an equally clear exposition of the relation of these units to other 
financial facts. When business units were small the responsible executive ~ 
could inform himself of what had happened from memory and from personal 
observation of the simple records which were maintained. That is not the 
case today. The magnitude of modern business enterprises conducted by 
corporate ownership, with the resulting complexities of organization, imposes 
limitations upon the power of the business executive to acquire information 
by personal contact and makes necessary some outside means by which this 
information may be obtained. Accounting is the medium through which 
financial facts are furnished and their relations are interpreted to those who 
are interested. : 

Consider these factors of modern business; the use of borrowed capital, the 
delegation of proprietary control, the establishment of bank credit, trusteeship, 
suretyship, distribution of financial duties, agency involving the handling of 
funds, miscellaneous contractual relations, absentee ownership, and, in general, 
the use and control of funds belonging to others. 

These financial factors can be subjected profitably to periodic verification 
by independent investigators who are thoroughly conversant with all phases 
of business organization, operation and management, and competent to apply 
the principles of accounting to all financial relationships. This necessity for 
independent review and verification has created the profession known as 
accountancy. 

There must be an understanding of the difference between accountancy and 
accounting. 

Accountancy is a profession, the purpose of which is to offer a definite tech- 
nical service to the business world. Accounting is a subject comprising the 
principles which govern the preparation and presentation of financial data. 

The accountant in private employment differs from the public accountant. 
The former confines his activities to one organization and usually is limited to 
the collection and presentation of financial data. The field of the public ac- 
countant is much broader. It often includes not only the collection, presenta- 
tion, verification and interpretation of financial data for many different organi- 
zations, but in addition, consultation and advice on general business affairs. 

In verifying—or auditing, as it is commonly called—the accounting records 
of financial transactions, the public accountant not only must see that the actual 
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transactions were properly recorded, but also must determine the propriety 
of the transactions themselves, including acts of the highest officers of the or- 
ganization. His function is that of a judge and requires absolute integrity 
and sufficient mental acumen to detect the true significance of transactions. 

In interpreting financial data the public accountant must prepare a report 
which will be intelligible to the layman. This phase of his work requires sound 
judgment, accurate analytical ability, a thorough knowledge of business fun- 
damentals, the ability to see the enterprise from the viewpoint of those who are 
interested and the ability to express himself so that he will be understood. 

The man who is trained as a public accountant becomes familiar with the 
methods employed in many different kinds of business and in many different 
enterprises engaged in the same business. He spends much of his time in his 
clients’ offices and is thus in constant contact with important executives. The 
fund of business knowledge thus acquired during a period of years makes his 
advice on general business policies of great value to his clients. 

There are comparatively few enterprises of magnitude which do not engage 
public accountants to conduct regular audits or investigations, but it is prob- 
able that not more than one business out of every three of small or medium 
size in this country has adopted the principle of independent audit. Con- 
sequently, the undeveloped field for accountancy is immense. 

In nearly all important public offerings of securities the accountant plays 
a vital part in examining the records and reporting the financial facts. There 
is seldom an investigation or a case of litigation involving financial matters in 
which accountants are not concerned. They have an important part in 
mergers, consolidations and purchases and sales of property. They conduct 
examinations of banks and trust companies in all the large cities of the country. 
They are extensively engaged in preparing and reviewing federal and state in- 
come and other tax returns, contesting tax assessments and prosecuting tax 
claims, making accounting surveys and devising and installing general account- 
ing and cost-finding systems. And in addition they render a variety of other 
services, such as acting as receivers in bankruptcy and other court actions 
involving financial matters, as trustees in liquidation, arbitrators or umpires 
in accounting controversies, giving expert testimony and opinions in accounting 
and many other miscellaneous matters. 

In order to insure proper qualification of public accountants in education, 
training and experience as well as to bring such persons under the control of 
governmental agencies, laws regulating the practice of accountancy have 
been enacted by all the states of the United States, by the District of Columbia 
and by three of the territories. In Great Britain and the British dominions 
these matters are under the jurisdiction of quasi-governmental bodies known 
as institutes or societies. 


THE History or ACCOUNTANCY 


The profession of accountancy is of ancient origin. As early as the year 831 
A.D. the term “‘rationator” (accountant) was used in an Italian deed. From 
1164 to 1484 frequent references were made in Italian documents to accountants 
who served hierarchies, ducal courts and the commune. In 1484 the post of 
accountant to the Duke Galleazzo was extended to include the function of ac- 
countant to the city of Milan and carried with it the right to hand down the title. 


293 


ee ee = = = 
i a a Ne ae es a er 


—_ 


i 
i 








The Journal of Accountancy 


—— 








Venice, apparently, should be credited with having been the cradle of ac- 
countancy, since it was there that the first society of accountants seems to 
have been founded in 1581. This Collegio dei Raxonati (college of account- 
ants) evidently grew in strength and influence, as in 1699 no one was permitted 
to act as an accountant without having first become a member of the college. 

The requirements of the college at that time are of interest. The aspirant 
first was obliged to obtain a certificate from a magistrate as to his general fitness. 
Next he was required to serve six years in the office of an accountant, after 
which, having obtained a certificate for service and a statement as to his legal 
attainments from a magistrate, he presented himself for a series of examinations 
before a board of examiners and the governing board of the college. 

To George Watson, born in Edinburgh in 1645, is generally accorded the 
distinction of having been the first professional accountant in Scotland. The 
first institute of accountants was organized at Edinburgh in 1853. England 
followed in 1870 with the Incorporated Society of Liverpool Accountants. As 
the result of various amalgamations of local societies the representative bodies 
in Great Britain at the present time are the three Scottish Chartered Societies, 
the Institute of Chartered Accountants in England and Wales, the Irish In- 
stitute of Chartered Accountants and the Incorporated Society of Accountants 
and Auditors. 

In the United States the first important society was the American Associa- 
tion of Public Accountants, which was organized in 1887. New York was the 
first state to recognize the profession by passing the public accountants act 
in 1896 creating the designation, ‘certified public accountant.” Similar laws 
have been enacted by all the states. The American Institute of Accountants, 
the representative body similar in character to the national engineering and 
medical societies, was founded in 1916 as a continuation of the American As- 
sociation of Public Accountants. Local societies of certified public accountants 
have been formed in many states. The American Society of Certified Public 
Accountants was organized in 1921. 

The practice of accountancy today is conducted almost exclusively by individ- 
uals and co-partnerships, although in a few instances a corporate form of 
organization continues. The tendency is away from the corporate form be- 
cause the confidential relations between an accountant and his client might be 
jeopardized in certain circumstances if the practice were carried on as a corpora- 
tion. The activities of a few firms extend over the entire United States and 
some have attained international proportions. 

Today there are public accountants, many of whom occupy positions of 
trust in the community, practising in all cities and towns of any commercial 
importance. 

How To ENTER THE PROFESSION OF ACCOUNTANCY 


The unusual opportunities offered in this booklet to obtain training in ac- 
countancy may lead to applications in excess of the number of positions avail- 
able. If this should happen applicants may be required to sit for competitive 
examinations in subjects to be announced later. 

Students wishing to apply for positions should write to the American Institute 
of Accountants, Bureau for Placements, 135 Cedar Street, New York, for further 
information. A form of questionnaire will be mailed to each applicant. When 
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this has been returned the applicant, if apparently satisfactory, will be granted 
a preliminary interview at his college or with a representative of the bureau in 
New York. Applicants who make a favorable impression at the first interview 
will then be given opportunities to meet representatives of the accounting 
firms by whom junior assistants are to be employed. Applications for em- 
ployment during subsequent years may be filed at any time by underclassmen, 
but applications for 1926 should be presented at the earliest possible date. 

Men completing their college courses this year may enter employment im- 
mediately after graduation or about November Ist, depending upon the method 
they wish to pursue in acquiring their preliminary technical training. This 
training is comparatively simple. It may be obtained at vocational accounting 
schools approved by the bureau in one of two ways. Those men who can afford 
to spend about four months attending regular day sessions before taking up 
their positions will be permitted to do so. Others who wish to begin work 
shortly after graduation from their regular college courses may acquire technical 
training at late afternoon and evening classes in the vocational schools. The 
former plan is less arduous than the latter, but either should give satisfactory 
results. 

It is necessary to place emphasis upon one point: Men who dislike simple 
mathematics or lack the imagination to look upon a tedious period of close 
attention to detail as a preliminary to more interesting work will not be 
happy in the profession of accountancy. 

To college graduates who take pleasure in mathematics and have the vision 
to regard hard preliminary training as means to an end, this proposition offers 
an unusual opportunity for preparation, while being paid, to enter an honorable 
and lucrative profession. 
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Epitep By H. A. FINNEY 
AssISTED By H. P. BAUMANN 


AMERICAN INSTITUTE OF ACCOUNTANTS EXAMINATIONS 


(Notre.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the personal opinions of 
the editors of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Panrt II 
(Continued) 


NovEMBER 13, 1925, 1 P. M. TO 6 P. M. 
The candidate must answer all the following questions: 


No. 2 (18 points): 

You are required to make a financial investigation of a large machine plant 
engaged in the manufacture, to order, for the trade, of tools, jigs, etc., for the 
five years ended December 31, 1924. In the course of your examination of the 
charges to the fixed asset accounts for the period, you find that practically all 
the additions to fixed assets for the five years have been made in the company’s 
own shops as these additions consist principally of dies, jigs, patterns and 
similar machine equipment. 

No additions to the real estate or buildings of the company were made during 
the five years. 

During the examination you elicit from the company’s books the data set 
forth in the following tabulation: 


Factory overhead Percentage Percentage 
Net profit Additions charged to: of idle time of 
Year from to fixed (Normal overhead to 
operations assets , Fixed asset percentage productive 
Operations accounts 20%) labor 
re $270,000 $25,000 $200,000 $10,000 18 98 
a 50,000 50,000 120,000 27,000 38 180 
rr 105,000 35,000 175,000 15,000 23 105 
Saar 225,000 13,000 225,000 5,000 17 90 
| ae 90,000 44,000 135,000 25,000 41 200 


Discuss fully the problems to be considered involved in your verification 
of the charges to fixed asset accounts for the five years, and if there is any divi- 
sion of opinion among accountants in theory, as to the propriety of any of the 
elements of these charges, present both viewpoints. Indicate, without usin 
figures, the nature of the adjustments, if any, that you would make in view o 
the disclosed facts. 


Solution: 

The manufacture in a company’s own plant of machinery and equipment 
which becomes a part of its fixed assets, raises the question of the proper amount 
to be charged to the fixed-asset accounts for such items. Accountants agree 
almost unanimously that such charges should include no element of profit. 
This opinion is based on the theory that there can be no profit to a company 
on work done for itself, and that only when goods or services are sold to out- 
siders is a profit realized. 
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The argument is sometimes advanced that in cases where fixed assets are 
produced in its own plant at a cost which is less than the market price which 
would have to be paid were such assets purchased from outsiders, a company is 
entitled to treat such excess of market price over cost as an operating profit. 
Such procedure would be a confusion of savings with profits. While no profit 
is realized in such a case, there is a saving which will be reflected subsequently 
in increased profits due to smaller depreciation charges. The question of profits 
on work done by a company in constructing its own fixed assets, while not 
directly raised by the problem, is pertinent. Accountants generally are of the 
opinion that profits should not be taken on such work and, to the extent that 
factory overhead is improperly taken into construction cost instead of into 
operation charges, operations are relieved of a portion of their proper charges, 
and the operating profits are correspondingly overstated by charges to fixed 
assets. 

While it is generally recognized as improper to charge fixed-asset accounts 
with the market price of machinery and equipment which are produced in a 
company’s own piant at a cost which is less than such market price, it is con- 
tended by some accountants that in cases where cost of production in its own 
plant exceeds the market price the company should charge the fixed-asset ac- 
counts with no greater amount than would have been required to pay for the 
assets if purchased from others. This is, of course, the conservative practice, 
and the fact that so drastic a rule is advocated is indicative of the attitude of 
accountants toward any possible inflation of the fixed-asset accounts as a 
result of the production of equipment for the producer’s own use. 

Where cost is taken as the basis of charges to fixed-asset accounts, there is 
some divergence of opinion as to whether or not this cost should include any 
portion of the factory overhead. Those who oppose such inclusion claim that 
inasmuch as plant facilities exist for the ordinary productive operations of the 
business and not for the purpose of constructing fixed assets, the overhead 
charges should be applied to such operations and not to construction work. 
Those who take this view frequently maintain that the plant facilities can be 
extended toconstruction work without considerable increase in factory overhead. 

A somewhat less radical position is taken by other accountants, who believe 
that any increase in overhead charges directly traceable or applicable to such 
construction work should be included in its cost, excluding such factory over- 
head as is fixed and remains unchanged whether or not any construction work 
is undertaken. It is argued that to relieve operating costs of any portion of 
overhead charges pertaining thereto by charging construction with a part of 
the overhead results in reality in an understatement of operating costs and a 
consequent overstatement of profits and surplus, making possible a payment 
of dividends out of capital. 

The answer to this argument by those who advocate the inclusion of a full 
share of factory overhead in construction costs is that overhead is applicable 
to whatever receives the benefit thereof and differs from direct labor and mate- 
rial costs only in directness of application and not in its nature as a necessary 
part of the total cost. It is further contended that since overhead is always a 
part of the cost of fixed assets purchased from others its inclusion in the cost 
of construction can not in itself be regarded as an overstatement of the value 
of the asset. It is further pointed out that plant facilities are sometimes in- 
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tended for the manufacture of machinery and equipment to be used in the 
business, thus overcoming the presumption that overhead is incurred primarily 
for productive operations as distinguished from construction work. 

If it be decided that fixed assets constructed in a company’s own plant should 
be charged with their full share of factory overhead, another question arises 
as to the advisability of including in the costs of work done the actual overhead 
incurred regardless of the fact that the ratio of overhead to direct labor may be 
excessive because of an abnormal percentage of idle time. This is specially 
pertinent in the case of construction work and costs, because construction 
is usually undertaken to a greater extent during periods of curtailed operations. 
By idle time, as the expression is used here and as it appears to be used in the 
problem, is meant idleness of plant facilities because of an insufficient volume 
of work to keep them fully occupied, and not lost time or waiting time which 
occurs incidentally in the normal course of operations, and is usually treated 
as a necessary part of normal factory overhead. 

It is the belief of many accountants that work done in a period of restricted 
operations should not be burdened with the entire overhead of a plant designed 
and equipped for a much larger volume of business. They advance the argu- 
ment that the cost of a manufactured article is no greater when part of the 
plant facilities are idle than when they are all in use, and that costs or losses 
incurred through the idle facilities are not applicable to work done with the 
facilities in use. There are two ways in which factory overhead applicable to 
idle plant facilities may be treated. First, it may be charged directly to profit 
and loss. Second, it may be treated as a deferred charge against future opera- 
tions. In using the second method, it is common practice to carry an account 
to which is charged unabsorbed overhead in periods of reduced operations, and 
to which is credited over-absorbed overhead in periods when operations are 
at a rate greater than normal. The theory is that the unabsorbed overhead in 
certain periods is counterbalanced by over-absorbed overhead in other periods, 
the result being that the entire overhead is thereby included in total costs over 
a period of years. 

A somewhat more conservative practice is to treat under-absorbed and over- 
absorbed overhead in this manner in the cost records, but in the financial 
records of the company to charge or credit the balance of the account to profit 
and loss at the end of each fiscal period to avoid carrying it as either a deferred 
charge or a deferred credit to future operations. 

The view opposite to this is that all costs applicable to any period, including 
all of the factory overhead, must be applied to the output of that period. Ifa 
business has plant facilities in excess of its needs at certain times, thereby 
entailing excessive overhead charges, it is unfortunate but nevertheless a fact 
which can not be avoided. The costs for any period are actual, it is said, and 
must necessarily apply to the work done during the period and not to that 
which may be done in the future. 

As long as a plant manufactures only goods for sale and not assets for use in 
its own plant, the practice of charging each period’s production—be it larger 
or smaller than normal—with the actual costs of that period is, of course, a 
conservative one with respect to that portion of the product which is sold. 
However, in the case of product remaining in inventory, there is a danger of 
overstating the value of the inventory. If the inventory is relatively small, 
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however, or if it is valued at market because market is lower than cost, the 
matter of inventory valuation becomes comparatively unimportant. 

In the case of production for sale it would seem to be merely a matter of 
policy as to whether all factory overhead should be charged to operations, or 
part only be charged to operations and the balance to profit and loss directly. 
The latter method would of course be more conservative with respect to 
inventory valuations in cases where such valuations are based on cost. 

When, however, a company manufactures its own fixed assets, it becomes 
important to consider whether overhead charges should include actual over- 
head regardless of the question of plant idleness, or whether such idleness is 
to be considered in determining the amount of overhead charges to work done. 

Since the construction of fixed assets is usually undertaken in periods of cur- 
tailed production, the inclusion of all overhead costs will almost invariably 
result in a much higher cost than would ordinarily occur. This will result in an 
overstatement of the value of the fixed assets on the company’s books and larger 
depreciation charges in future periods. It would seem, therefore, that con- 
servative practice calls for the exclusion of overhead applicable to idle plant 
facilities in so far as the construction of fixed assets is concerned. 

In this problem it appears that charges to fixed-asset accounts for overhead 
in certain years have been excessive. In 1921 and 1924, years in which the idle 
time was 38 per cent. and 41 per cent., respectively, the overhead was unusu- 
ally high in proportion to productive labor—due in all probability to including 
in the overhead that which applied to idle plant facilities. 

The following computation shows the amount of labor presumably charged 
into the cost of fixed assets constructed during each of the five years: 


(Schedule 1) 
Computation of labor cost of fixed assets 
Percentage Overhead Ratio of Labor 

Year of idle charged to overhead to charged to 

time fixed assets labor fixed assets 

_ eee 18% $10,000 .00 98% $10,204.08 
Se tieite's 5 sion< d 38 27,000.00 180 15,000.00 
iemhicn ence ne 23 15,000.00 105 14,285.71 
Sek ddincenaen 17 5,000 .00 90 5,555.55 
Ary 41 25,000 .00 200 12,500.00 


It will also be noted that 1921 and 1924, years of high percentages of idle 
time and of small profits, as shown by the problem, were years of relatively 
large production of fixed assets. 

The following table shows the computation of the amount of material enter- 
ing into the cost of fixed assets constructed. In making this computation it is 
assumed that no profit was taken on the construction of fixed assets, and that 
the total cost of the fixed assets included the amount of overhead stated in the 
problem, the amount of direct labor computed in the foregoing tabulation and 
material for the remainder, as computed in schedule 2. 
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(Schedule 2) 


Computation of material cost of fixed assets 


Total 
Year Overhead Labor overhead Total Material 

and labor cost (remainder) 
_ ae $10,000.00 $10,204.08 $20,204.08 $25,000.00 $4,795.92 
ee 27,000.00 15,000.00 42,000.00 50,000.00 8,000.00 
ee 15,000.00 14,285.71 29,285.71 35,000.00 5,714.29 
Se 5,000 .00 5,555.55 10,555.55 13,000.00 2,444.45 
ee 25,000 .00 12,500.00 37,500.00 44,000 .00 6,500 .00 


The following table shows the prime cost of the fixed assets, including the 
labor and material costs as computed above and the ratios of labor and material 
costs to the total prime cost: 


(Schedule 3) 


Prime costs of fixed assets 





Labor Material ; 
; arti Prime 
Year Amount Percentage of Amount Percentage of cost 
prime cost prime cost 
1920...... $10,204.08 68.0% $4,795.92 32.0% $15,000.00 
NE inka 6 15,000.00 65.2 8,000 .00 34.8 23,000 .00 
ae 14,285.71 71.4 5,714.29 28.6 20,000 .00 
aaa 5,555.55 69.4 2,444.45 30.6 8,000 .00 
2a 12,500.00 65.8 6,500 .00 34.2 19,000 .00 


Examination of these figures discloses the fact that the productive labor and 
material costs bore a fairly constant relation to each other. The following 
table, however, shows a very wide fluctuation in the ratio of overhead costs 
to prime cost: 


(Schedule 4) 
Computation of ratios of overhead to prime cost 
Ratio of 
Year Prime cost Overhead overhead to 
prime cost 
nr Dae as $15,000.00 $10,000.00 66.7% 
Sn es 5 a nena 23,000 .00 27,000 .00 117.4 
gai AI 20,000 .00 15,000.00 75.0 
iy RR Nap 2 8,000.00 5,000 .00 62.5 
SR et Seas ao 19,000.00 25,000 .00 131.6 


To charge fixed assets with overhead at the excessive rates shown for the 
years 1921 and 1924 would certainly result in an overstatement of the true 
costs of such assets. The amount of the reduction will depend upon the view 
adopted with respect to normal overhead. If charges to fixed assets are to 
include normal overhead, then only the amount of overhead for any year 
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applicable to idle plant facilities would need to be written off. With a normal 
idle time of 20 per cent., and with rates of overhead to labor varying from 98 
per cent. in a year of 18 per cent. idle time to 105 per cent. in a year of 23 per 
cent. idle time, it would appear that approximately 100 per cent. would be the 
normal rate of overhead to direct labor. 

If, however, the more radical position is to be taken that all normal overhead 
is to be charged to operations, and that fixed assets are to be charged with only 
the overhead directly applicable to or occasioned by construction work, the 
amount of such overhead would have to be determined and the remainder 
written off. This radical treatment would appear to be improper in the case 
of a business of this nature, which apparently makes a practice of continually 
producing fixed assets for its own use, and hence normally incurring overhead 
for the purpose of constructing fixed assets. 

The amount written off from the fixed-asset accounts must of course be 
charged against earned surplus because of the fact that operations have been 
relieved of the amount of excess overhead charged to the fixed-asset accounts. 

It will also be necessary to adjust the depreciation-reserve accounts apply- 
ing to the assets written down. The depreciation previously charged on the 
excessive amounts now to be written off will have to be credited to earned sur- 
plus as representing excessive depreciation charged in prior years. 

The journal entries for such adjustments will be as follows: 


I IIo « 0.4.08 94504502knnbeneseaten $——_- 
IN cas ibs ositnuh tease en eae dee miami $—_—_——- 


To charge to surplus account the amount of ex- 
cessive charges to fixed-asset accounts for fac- 
tory overhead in the following years: 

(State years and amounts.) 


Reserve for depreciation 
INS xiao awa ss 86 6hs ceeeaan $———_ 
To credit to surplus account the amount of 
excessive depreciation charges resulting from 
the inclusion in fixed-asset accounts of exces- 
sive charges for factory overhead, as follows: 
(Give detail.) 


It should be noted that the fixed assets referred to in this problem consist 
of tools, jigs, patterns, etc. The lives of such assets are very uncertain. 
Obsolescence has an important bearing on their value and special care is 
always required in verifying accounts for such assets. It is assumed, however, 
that comment on this feature of the verification is not required by the problem. 


No. 3 (32 points): 


F. Burden, a store fitter, trading alone and personally conducting all his 
Setpens Aonneapeteatany keeps no books of account except a cash book and a 
o ’ 
He requests you to make an inspection of these records and any other data 
available and, after making adjustments and such provisions for reserves as 
you think necessary, to prepare a profit-and-loss account for the calendar year 
1924 and relative balance-sheet. 
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From the bank pass-book, cancelled cheques and cash book, you obtain the 
following information: 





Receipts: 
ID IIE noon iin 6 x ceed asain REED NEE ee ee $86,577 
OI II oo so ko ob oon ore Kea bdle hoe bred ne 74,375 
$160,952 
Made up as follows: 
id... 5 Winer. v.45 541k Catettale a ence ad sen wagered $137,564 
Repayments of second mortgage on house sold............. 2, 
Sh a a sae Shared o ov bewe awe e 
Deposit on sale of house (see notations)................... 1,000 
Mortgage obtained on new stores................. $12,500 
RS 5g og ce ce has a 6 & aco fe CA dake Ree 415 
——- 12,085 
Mortgage interest on house sold.......................4-. 289 
Advances by F. Burden for payrolls...................... 4,209 
a. 515.6 o-5.o boo h siden ow. ti iam eh 3,012 
ae oe eA ae asin io vee bh cca des ac iadensaceen 65 
$160,952 
Payments: 
EE EEE EE Ee OREN ee $88,220 
kl Sika See a ara a a 72,457 
$160,677 
Comprising the following: peck ce eens 
a aiid wu. 50's bok we REE Kooks 4 $70,775 
I I ee ee er re 2,341 
ok aa so 5 kaiw haw n a ee eee abe na hae 48,083 
EEE EE EIR Ry IA ere eee a arts a ae 7,765 
ee EE NS on ik nec ncaa s cdaceweeee sees 1,953 
Part cost of house sold, 1923 account (see notations)......... 1,755 
Cost of new stores and apartments— 
EN ee ens ena $4,000 
Buildings (frame and stucco).................... 20,141 
24,141 
er SN ON NN ogg ok ebcdccsupvcceccsdececes 747 
Cheque to bank for note receivable for work done, returned 
ES ws. 5.4415 04 DAMME mig tetas ON Dae ss oak hale cdae yds 2,044 
i Oe bck as eenchanssbandbheshaesake 700 
Interest on mortgage, new store..................00eeeees 373 
$160,677 


No record was in evidence of the balances of cash on hand or at the bank at 
January 1, 1924. The balance at the bank on December 31, 1924, after deduct- 
ing Outstanding cheques, was $2,267.61. There was no cash on hand at this 
date. 

The following cash receipts and payments had not been entered in the cash 

k: 


Traveling and business expenses paid..................... $631 
Bonds purchased as an investment......................- 400 
Additional advances by Burden for payrolls............... 2,519 
Deposit paid on land bought for new stores................ 500 


and the transactions as follow were also omitted from the books, except where 
noted: 

The house sold in 1924 was built in 1923; the payments made during 1923 
were $1,750 for the land and $10,042 for the building; the balance paid in 1924 
($1,755) is included in cash payments recorded. e house was sold in 1924 
for $15,850 less selling expense $425, a deposit of $1,000 (duly recorded) having 
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been received in cash. An existing first mortgage of $6,500 was transferred to 
the purchaser and Burden took a second mortgage for the balance of the price 
repayable by instalments. 

On March 1, 1924, two new trucks (maker’s list price, $750 each) were bought 
for $747 (as recorded), two old trucks being traded in, as part payment, at an 
estimated loss of $445. Another truck was also in use which cost in 
January, 1922. A new passenger car, used for business, was bought July 1, 1924, 
for $1,500 and paid for in cash, no entry therefor a 3106 on the books. 

, Cc 


On January 1, 1924, materials on hand were ost) and accounts 
receivable (good) were $1,853. 
At December 31, 1924, the inventories, etc., showed the following: 


Materials on hand (cost) paidfor....................... $4,351 
Materials on hand not paidfor.......................-.. 9,032 
REE Gees, I IS 5 6.0505 <5 o cdi cadensceca 143 
Accounts receivable (good) for work done................ 20,606 
Accounts receivable (doubtful), including dishonored note of 

$2,044, total $2,904, estimated value.................. 1,452 


for workmen's compensation and other insurance to 
r which accounts had not been delivered, was estimated 


The total liabilit 
December 31, 1924, fo 
at $1,100. 

Prepare the necessary accounts and balance-sheet as at December 31, 1924. 
Solution: 

In solving this problem it seems desirable to prepare working papers show- 
ing the assets, liabilities and capital at the beginning of the year; the entries for 
transactions during the year, and the balances at the end of the year. The 
assets and liabilities at the beginning of the year are determined largely from 
information contained in the statement of transactions for the year. For 
instance, the fact that cash is received for old personal loans indicates that 
these loans existed as assets at the beginning of the year. It is assumed that 
no cash was on hand at the beginning of the year. The cash in bank is deter- 
mined by working back from the balance at the end of the year. 


Note 1—Computation of balance in bank, December 31, 1923: 





Dalnaen, Diespuiied 36. SUGGS «6c ss cScccavcscnnews $2,267.61 
Withdrawals from bank during 1924.............. 88,220.00 
is ons cv ceedsdekhleddshv when daeenewe $90,487.61 
Less deposits during 1924... .............ce eens 86,577 .00 
Balance, December 31, 1923..............06- $3,910.61 
Note 2—Computation of charges for service: 
ER ee ae Pee EeeeR ae $137,564.00 
Less note charged back by bank................. 2,044.00 
Be CN 6 iin ca sno 4 ba 5 ced sa) een $135,520.00 
Accounts receivable, December 31, 1924: 
Se i ses ck cask ch Caneel st aaenee ie 20,606 .00 
BN Ss 6c cade cee ial Ta ea 2,904.00 
MUMS Oo odin Lo dis Ca sntic dk Ceians sacdeeees ey $159,030 .00 
Less accounts receivable, December 31, 1923........ 1,853.00 
Pe $157,177.00 
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Note 3—Computation of book value at December 31, 1923, of trucks traded 
in for new ones during 1924: 


Maker’s list price of two new trucks.............. $1,500.00 
Cash paid in purchase thereof.................45- 747.00 
Allowance for ofl trucks... 2... cece cccecees $753.00 
Estimated loss on old trucks. ...............-.005- 445 .00 
. 0 a ner er Ere ry $1,198.00 

F. BuRDEN 


Statement of income and expense for the year ended December 31, 1924 


Ges 6. 5.6.0 0.04000 btnidesdertsieeeneeeeene $157,177.00 
Less cost of services: 
IE on. 5 5, sc Kked eae eee wae $49,542.00 
WN dtnido-a0k00e.a case sie da teak sdgadeanee 70,775 .00 
Subboontractoss for laber. .. . occ cc ccc ccwccccs 2,341.00 
Working expenses paid..................0005 7,765 .00 
III ne. occa aos <i nna ekh ne 143.00 
Traveling and business expenses............... 631.00 
MS 85 vcd eect nn es ane madre cae 131,197.00 
ee Ns oo ctr sbackcneteadcesesaba $25,980.00 
Profit on sale of house: 
0 EP ere er Te eee et $2,303 .00 
EE CONROE. «0. 6 ov cnc sees dpessasees 425.00 
1,878.00 
Rentals—New store and apartments............. 665 .00 
Mortgage interest collected. .............-.0005. 289 .00 
I oo 5 cp Casas scene sdk cee 65 .00 
I, va. 0. 5. 03m denen aaa Oe $28,877.00 
Deduct: 
re ro $445 .00 
I ainsi sa dis 0 a ew! actin wle a aN 1,452.00 
RII. «5. 6o-4.ch.00ie 5-04 00 Olas eee een ee 1,100.00 
I, go occ ockcccennsseceseunue 415.00 
I a oo scccrcdsbecneesenecone 373.00 
IIE a's diiuh ac Deine ban bi oink ek ae 3,785 .00 
Be RL, oss 6.6 ancien wail abies oe nck > ae $25,092.00 
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F. BuRDEN 


Statement of capital account for the year ended December 31, 1924 


MN GD, TU cs cn v.ccsdvkeeaod oveawenee sees $21,875.61 

BePOGNID Gaara ERE YORE «5.5 65 5 oie ic dvctesctecascacian 7,228.00 

NIN, fo), aietrien geen Roa ee ante aw eas BASH RUS Set TORE 25,092.00 

ME ihe nek aewed ten cikne daenedaees soaateeaeeeuametus $54,195.61 

A ID ting duwsih'n's 00.4 ~ med Sanedee ds ae RRk oe weds 3,434.00 

Balance, Decoder 31, 192464... oo... cia ccciccccccccdccccccucs $50,761.61 
F. BURDEN 


Balance-sheet, December 31, 1924. 


Assets 
| I a ee re ee $2,267.61 
Accounts receivable: 
ae $23,510.00 
Less reserve for bad debts....... 1,452.00 
$22,058.00 
B. Kerr, personal loan............ : 700 .00 
—————-__ 22,758.00 
Ae ee 400.00 
ID, saivcncsecccesssess 6,287 .00 
I a0 DU olan 4g ig Vand wid 13,383 .00 
New stores and apartments.......... 24,641.00 
Trucks and passenger car............ 3,800.00 
$73,536.61 
Liabilities 
Mortgage on new store and apartments $12,500.00 
NOPE OC eee 10,275 .00 
ep I MIO rs eda wpiene dcx sceac 50,761.61 
$73,536.61 


The foregoing statements do not include any provision for depreciation of 
the trucks and passenger cars, or of the new stores and apartments. A reason- 
able guess might be hazarded as to the depreciation of the trucks and the pas- 
senger car, computed at an annual rate of about 20 per cent. with consideration 
given to the dates of purchase in mid-years. However, there seem to be no 
data as to the time of completion of the new stores and apartments, and without 
this information it is impossible to compute depreciation on that asset. 
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No. 4 (15 points): 
Construct a skeleton balance-sheet for an industrial concern inserting the 
following items in their respective proper places: 
(1) Federal taxes for 1919, $58,000.00 proposed to be assessed but disputed 
and still in process of negotiation. 
(2) Sinking fund cash $10,210. 
(3) Sinking fund reserve $85, 000.00. 
(4) suger’ s own poses purchased with sinking fund cash for $56,710.92; 
par value $75,000 
(5) Appropriated from aes as ‘‘insurance reserve” $65,000.00. (Com- 
pany carries its own insurance.) 
(6) Reserve for accidents $10,000.00 by a charge to operating expense. 
(Claims arising from accidents aggregate $100,000.00.) 
(7) Stock subscriptions unpaid aggregating $75,000.00. These are due 
three months from the balance-sheet date. 
(8) The common stock is “‘no par.’’ Part has been paid in at $5, part at 
$7.50 and part at $10.00 per share. 
(9) $50,000.00 of bonds outstanding are due one month following the 
balance-sheet date. 


Solution: 


(1) In the accompanying balance-sheet a surplus reserve has been set up for 
$58,000, the proposed additional federal tax assessment for 1919. This has 
been done on the assumption that the directors established the reserve as a 
conservative measure. When the proposed assessment becomes a definite 
one, a current-liability account should be set up by charge to the reserve. Any 
amount remaining in the reserve would be returned to surplus, and if the assess- 
ment should prove to be more than $58,000 the excess would have to be charged 
to surplus. 

(2) Sinking-fund cash shown as part of fund. 

(3) The sinking-fund reserve is part of the surplus, and is shown as a surplus 
reserve. 

(4) If the company’s own bonds purchased with sinking-fund cash were 
canceled, the outstanding bonds would be reduced and the discount on pur- 
chase would be credited to surplus. The following balance-sheet is constructed 
on the assumption that the bonds are held alive in the fund. The discount 
may be amortized over the remaining life of the bonds, or the securities may 
be carried in the fund at cost. 

It is noted that the sinking fund is less than the reserve. This may indicate 
that the company is delinquent in its sinking-fund requirements, or there may 
be other securities in the fund. On the other hand, the purchase of $75,000 
par value of bonds, together with the cash of $10,210, may meet the require- 
ments indicated by the balance of the reserve. 

(5) The insurance reserve is shown as a part of the surplus since it is a pro- 
vision for a loss which has not yet been incurred. 

(6) The reserve for accidents, in the amount of $10,000, is assumed to repre- 
sent the estimated amount of the liability which will finally arise out of the 
pending claims of $100,000. For that reason it is shown as a liability. 

(7) Since the stock subscriptions are due in three months from the balance- 
sheet date they are shown as an asset, but not asa current asset. If they were 
not currently due they would be deducted from the capital stock. 

(8) The no-par common stock would be shown at the amount received for it, 
but there is no necessity of detailing the several amounts received at the differ- 
ent prices. 
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(9) Since $50,000 of the bonds outstanding are due one month following the 
balance-sheet date, this amount is set out 2s a current liability. 


NAME OF COMPANY 


Balance-sheet—date 


Assets 


6 ii5 0.2 snide s dSeee eile a Sena’ 
WOPK fh DODOONS. onc c ccc cece cwnce 
ET Se 
Subscriptions to capital stock................... $75,000 .00 
Sinking fund for such and such bonds: 
MGB a AU ede beneneecedassbenteascesesaws $10,210.00 
Company’s such and such bonds (par value 
NEES © Ay. cbeas sees che nhaskepesuens 56,710.92 
66,920 .92 
Deferred charges: 
Unexpired insurance...................0.-05- 
Prepaid capital-ctock tax... ...........ce0008 
Unamortized bond discount.................. 


Current liabilities: 
EEE TS Pe eee eer 
Such and such bonds, due (month hence)....... $50,000 .00 
p< bkss wae e bos vcetnacdine bes 
ELE OEE OLE TOO EE ————— $10,000.00 
Bonds (description) of which $75,000, par value, are 
er 
Capital: 
Capital stock, no par value (at price obtained, but 
oo se cg Bing gla sie ald ke Ge OA 
Surplus: 
Appropriated: 
Reserve for insurance.................... $65,000 .00 
Reserve for sinking fund................. 85,000 .00 
Reserve for contingencies (really taxes)... . . 











Book Reviews 


THEORY OF ACCOUNTS, Volume 1, by D. R. Scott. Henry Holt & Co., 
New York. Cloth, 284 pp. 


This is a book for young students, not for experienced accountants. A 
large part is devoted to a description of the mechanics of accounting, clearly 
expressed, modern and in every way good matter to put before the college 
student. It could not be expected that any great novelty or improvement over 
usual methods should appear here; the matter that does appear may be classi- 
fied as safe, sane and modern. 

A few of the details of bookkeeping seem to be the professor’s own, yet they 
are prescribed as though they were universally recognized; thus, the unusual 
use of red ink (page 100), quite contrary to general usage, and the omission 
from ledgers of all description of items (page 95) seem strange to a practising 
public accountant. These, however, are not matters of principle. On taking up 
actual work a young accountant may readily accommodate himself to the 
practices he finds in every-day use. The latter half of the book is devoted to 
such subjects as treatment of deficiencies and surpluses, arising from operations 
or from revaluations. Most of this is judicious and conventional. There are, 
however, some statements that are not justified—for instance, on page 168, 
where the motive for issue of stock dividends is said to be the elimination of 
an excessive apparent dividend ratio. The formal transfer to undistributable 
capital of excessive surplus, with the accompanying improvement of credit, 
is probably the moving cause in most cases. The treatment of inventory 
valuations is somewhat visionary; the matter on page 195 (et seq.) leads to the 
conclusion that so long as prices are advancing a company should keep a grow- 
ing reserve representing that amount of apparent profit due to rise of prices 
between the time inventory was acquired and the time that inventory valua- 
tions were taken on the books, such reserve to be used to absorb apparent 
losses due to falling prices if and when they do fall. This is not practicable, 
however much abstruse theory may justify it. The author does not apply 
the same reasoning to appreciation of capital assets, to which it applies with 
more force. The theories of depreciation are highly debatable; but this is 
inevitable. There is no final standard of depreciation practice. The author 
gives little weight to the fact that, on the whole, machinery or other equipment 
is more efficient when new than when partly worn out. Finally, the methods 
proposed are at variance with the regulations governing taxable income and 
with recognized practice. 

Probably every student with enough intelligence to fit him for professional 
accounting knows that theories of this kind are only theories, to be supple- 
mented or changed in practical work. Granting this assumption, the book 
is an excellent text for the younger students. 


Frank W. THORNTON. 


BUDGETING TO THE BUSINESS CYCLE, by Josera H. Barser. The 
Ronald Press Co., New York. Cloth, 115 pp. 


Budgeting to the Business Cycle belongs to the laboratory class of accounting 
literature. It is a description of the method of budgeting used by the author as 
head of the planning and statistics sections of the Walworth Manufacturing Co. 
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While he modestly makes no claim for any new theory in budgeting, calling his 
book merely “‘a case out of experience,’’ yet considering that his budgeting is 
based not only on the company’s own experience in immediately prior years but 
also on statistics of the general business cycle derived from outside sources, we 
must recognize here a decided advance. 

Mr. Barber has so condensed text, illustrative tables and graphics that an 
adequate review would be as long as the book itself; and at that would be prac- 
tically a repetition of the text without the necessary aid of the illustrations. The 
book can be read in an hour and studied for weeks. It will be useful to the grow- 
ing class of accountants engaged in building up scientific methods of budgeting. 

Mr. Barber does not say how long his methods have been in use, but that they 
were successful for the year 1924 is handsomely admitted by the head of his 
company, who said in his annual report to the stockholders: 


“Had it not been for our method of budgetary control which made it 
possible to forecast both the decline and increase in orders .. . in all 
probability no profit for the year would have been realized.” 

Undoubtedly industrial accountants will watch with interest the results for 
1925 and future years—which I trust Mr. Barber will give us in due time. 
W. H. Lawton. 


C. P. A. ACCOUNTING (three volumes), second edition, by GEORGE HILLIs 
NEWLOVE. The White Press Co. Inc., Washington, D. C. 454+390 pages+ 
solutions. 


The numbers of candidates for certified public accountant examinations 
increase each year and now constitute an audience of very respectable size. 
Mr. Newlove has saluted this audience in compiling the three volumes of C. P. A. 
Accounting as an aid to potential accountants who approach the arduous 
experience of a C. P. A. examination. The second edition of the work, which is 
under review, is of greatly increased value owing to the addition of questions 
from 272 examinations, making a total of 607 examinations from which material 
has been drawn. The present volumes contain questions from examinations 
up to and including those of June, 1925. The style and subject matter of 
questions which are practically current are thus made available to the pro- 
spective examinee. 

Many compilations of examination questions merely reproduce the questions 
and answers in chronological order. Mr. Newlove has taken the pains to 
classify the questions under topics, such as field of accountancy, double-entry 
bookkeeping, balance-sheet, profit-and-loss statements, partnership at organi- 
zation, etc., etc. This classification enables the student readily to discover the 
subjects in which he is weakest and so to strengthen his preparedness. 

Under each caption a concise lecture on the subject is first given and ques- 
tions and problems follow. Solutions to problems are grouped separately in 
the third volume, an arrangement which should reduce the student’s temp- 
tation to glance at the answer before attempting to solve the problem. Vol- 
umes I and II contain appendices of references to accounting literature wherein 
the subjects mentioned in C. P. A. Accounting are treated at greater length. 
A conscientious study of C. P. A. Accounting should provide a valuable back- 
ground for any examination in accountancy. 

Joun L. Carey. 
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